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(1)

BUSINESS ACTIVITY TAX
SIMPLIFICATION ACT OF 2005

TUESDAY, SEPTEMBER 27, 2005

HOUSE OF REPRESENTATIVES, 
SUBCOMMITTEE ON COMMERCIAL

AND ADMINISTRATIVE LAW, 
COMMITTEE ON THE JUDICIARY, 

Washington, DC.
The Subcommittee met, pursuant to notice, at 1:05 p.m., in Room 

2141, Rayburn House Office Building, the Honorable Steve Chabot 
[Member of the Subcommittee] presiding. 

Mr. CHABOT [presiding]. The Committee will come to order. Good 
afternoon, ladies and gentleman. This hearing of the Subcommittee 
on Commercial and Administrative Law will come to order. I am 
not Chris Cannon, I am Congressman Steve Chabot. I am actually 
the Chair of the Subcommittee on the Constitution of the Judiciary 
Committee. 

Chairman Cannon regrets that he will be unable to be here this 
afternoon. The Ranking Member, Mel Watt from North Carolina, is 
unable to be here. So his shoes will be filled, and I am sure quite 
ably by the gentleman from Massachusetts, Mr. Delahunt, as well. 
So he and I will try not to screw this up too badly in the absence 
of our colleagues. 

Mr. DELAHUNT. We have the capacity to do that. 
Mr. CHABOT. I can only speak for myself. I can’t speak for Bill 

here. 
But today we will consider H.R. 1956, the ‘‘Business Activity Tax 

Simplification Act of 2005,’’ a measure intended to provide greater 
clarity for businesses navigating the tax landscape. This bill was 
introduced by the gentleman from Virginia, Congressman Good-
latte, on April 28th of this year, and it already has 28 cosponsors. 

H.R. 1956 is designed to address a fundamental problem related 
to interstate commerce. Specifically, when is a State justified in 
taxing a business with little or no physical connection with that 
State. Congress has examined this issue from time to time over the 
years. Recently, with the emergence of the Internet economy, and 
the explosion of service industries, the need for clear, concise tax-
ation standards has become even more urgent. 

In 1959, Congress enacted Public Law 86–272, still in force 
today, prohibiting States from imposing a business activity tax on 
companies whose only contact with the State is the solicitation of 
orders for tangible goods. 

But those were simpler days. Since 1959, the economy has been 
reshaped dramatically. The emergence of the Internet has served 
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as a major catalyst of this transformation. Companies offer not only 
tangible goods, but intangible property and services to customers 
across the country. 

But because Public Law 86–272 does not address intangible 
goods, the law falls short in addressing the current tax landscape. 
In addition, since 1959, many States appear to have engaged in 
practices that are at odds with the meaning and intent of Public 
Law 86–272. 

For example, States have begun to impose a tax on a company’s 
business activities on gross receipts rather than on net income. 
These developments have wreaked havoc on businesses. These 
businesses have incurred great expense in attempting to decipher 
and in many cases litigating the appropriate nexus standard for 
business activity taxes. 

H.R. 1956 would provide some certainty to this issue. It would 
amend Public Law 86–272 to apply to solicitation activities in con-
nection with all sales, not just sales of tangible personal property. 
It would also cover all business activity taxes, not just net income 
taxes. 

It establishes a brightline 21-day physical presence requirement 
for the imposition of business activity taxes and would codify the 
current physical presence standard observed for years and elabo-
rated by the Supreme Court in 1992 in Quill v. North Dakota. In 
Quill, the Court required that in order for a State to impose a re-
quirement that remote vendors collect and remit sales taxes for 
sales made to customers in the State, the business must have a 
physical presence within the State. 

During the 107th and 108th Congresses, the Subcommittee con-
sidered similar measures also sponsored by our colleague, Mr. 
Goodlatte. The bill in the 107th Congress was reported out favor-
ably by this Subcommittee, though the full Judiciary Committee 
did not have an opportunity to consider it prior to conclusion of 
that Congress. 

In the 108th Congress, this Subcommittee did not have an oppor-
tunity to consider the bill further after a legislative hearing, exam-
ining the issues in the bill. Seeking certainty amidst the confusion, 
numerous business associations have expressed their strong sup-
port for H.R. 1956, including the National Retail Federation, the 
National Association of Manufacturers, the Motion Picture Associa-
tion of America, Inc., and the Software and Information Industry 
Association, to name only a few. 

In considering this legislation, Congress recognizes its responsi-
bility under the U.S. Constitution to ensure that States do not un-
duly burden interstate commerce through the use of their taxing 
authority. We also seek to promote a legally certain and stable 
business environment that will encourage businesses to make in-
vestments. At the same time, we endeavor to do so without detract-
ing from reasonable concepts of State and local taxing prerogatives. 

I look forward, as I know all the Members of this panel do, to 
the testimony of our highly informed panel before us here this 
afternoon. I ask unanimous consent that Members have 5 legisla-
tive days to submit written statements for inclusion in today’s 
record. 
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I would now yield to the gentleman from Massachusetts, Mr. 
Delahunt, to make an opening statement. 

Mr. DELAHUNT. Yes. Thank you, Mr. Chairman. 
As you indicated, Mr. Watt, who is the Ranking Member of this 

particular Subcommittee, is unavailable because today he is in 
Haiti at the invitation of the Secretary of State. 

But I do speak for him when I say we believe this bill addresses 
very important, interesting and complex issues, and appreciate the 
opportunity for us to create a complete comprehensive and bal-
anced record of the competing views of the various stakeholders. 

We have held hearings on prior iterations of this legislation. Yet, 
in the past few months, we have heard perspectives that have not 
been presented to this Subcommittee previously. Knotty policy 
choices and real-life implications are associated with this legisla-
tion. 

The Supreme Court seeks to overturn any Congressional legisla-
tion that urges us to expand. State and local legislatures advance 
sound Federalism and tax policy arguments against BATSA. They 
argue that in a borderless economy States must have flexibility to 
tax economic activity that generates millions in income for other-
wise absent corporations. They further contend that the bill would 
undermine the ability of State and local governments to attract 
jobs and investment and would incentivise businesses to establish 
corporate structures that avoid legitimate taxation. 

The business community as a whole argues that State and local 
governments are abusing their power to tax and are systematically 
imposing multiple and discriminatory taxes on minimal activity 
within their borders. Subsets of the business community, service 
industry, retailers, financial institutions and others present spe-
cific, distinct and equally persuasive arguments in favor of the so-
called brightline physical presence test. 

Finally, organizations like the Council on State Taxation support 
the enactment of the so-called physical presence nexus standard 
but only as a quid pro quo for enhanced State authority to require 
remote sellers of tangible goods to collect and remit sales taxes. 
This issue has been the subject of special legislation in the past, 
filed by myself. We believe that we must continue to consider care-
fully the implications of this bill. 

One thing is very clear to us, we must strike a very delicate bal-
ance, particularly in face of mounting unfunded mandates to en-
sure that State and local governments are not unfairly stripped of 
legitimate revenue to perform their traditional governmental func-
tions, and that business entities are not unjustly strapped with ille-
gitimate taxes that could weaken our overall economy. We hope the 
focus of this hearing and future hearings will be on determining 
where that delicate balance should be. 

Thank you, Mr. Chairman, and I thank the witnesses in advance 
of their contribution to this debate. On behalf of Mr. Watt, I ex-
press his regret for not being able to be in attendance here today, 
albeit, I would suggest, for an excellent reason. 

Mr. CHABOT. Thank you very much. I appreciate your opening 
statement. Does the gentleman from North Carolina, Mr. Coble, 
like to make an opening statement? 
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Mr. COBLE. Very briefly, Mr. Chairman, I will say that Chairman 
Cannon and Ranking Member Watt have been replaced by superb 
substitutes. 

Mr. DELAHUNT. We agree. 
Mr. CHABOT. Take as much time as you like, Mr. Coble. 
Mr. COBLE. I figured that would get me additional time. This bill 

addresses a nagging problem that needs to be resolved. I often-
times wonder, Mr. Chairman and Mr. Delahunt, if the disagree-
ment is whether or not a substantial nexus has been established, 
A, or, B, whether anyone doing business in a State should be taxed. 
I think our good revenue collectors—I used to be one, Madam, so 
I can say that—we want to get our hands on every dime that is 
not nailed down. Then there are other folks who believe that no 
one should be taxed. Clearly those two extreme groups, I think, do 
not resolve the problem. 

Mr. Chairman, I look forward—I need to go to another hearing, 
but I look forward to as much of this hearing as I can be able to 
be here for. 

Thank you, Mr. Chairman. 
Mr. CHABOT. Thank you, Mr. Coble. We especially appreciate the 

first part of your statement. Mr. Franks, the gentleman from Ari-
zona, is recognized if he would like to make an opening statement. 

Mr. FRANKS. Mr. Chairman, I think Mr. Coble pretty much ex-
pressed my sentiments, so we will go with that. 

Mr. CHABOT. Thank you very much. I appreciate your comments 
and attendance. The Chair notes and welcomes the presence on the 
dais of the gentleman from Virginia, Mr. Goodlatte. Although not 
a Member of the Subcommittee he is a Member of the full Judici-
ary Committee, and he is the sponsor of the legislation which we 
are dealing with here this afternoon. 

Mr. Goodlatte, we welcome you and are grateful for your con-
tinuing efforts. As many of you know, Mr. Goodlatte is also the 
Chairman of the Agricultural Committee, so he is a very powerful 
Member of the United States House of Representatives. The Chair 
will exercise its discretion in this instance and would recognize Mr. 
Goodlatte for a few minutes for any remarks that he might like to 
make. 

Mr. Goodlatte. 
Mr. GOODLATTE. Mr. Chairman, thank you very much for sched-

uling this hearing on the Business Activity Tax Simplification Act. 
I introduced this legislation with my good friend Rick Boucher of 
Virginia to provide a brightline of State and local authority to col-
lect business activity taxes from out-of-State entities. Many States 
and local governments levy corporate income, franchise and other 
taxes on out-of-State companies that conduct business activities 
within their jurisdictions. While providing revenue for States, these 
taxes also serve to pay for the privilege of doing business in a 
State. 

However, with the growth of the Internet, companies are increas-
ingly able to conduct transactions without the constraint of geo-
political boundaries. The growth of the high tech industry industry 
and interstate business-to-business and consumer transactions 
raises questions over whether multistate companies should be re-
quired to pay corporate income and other business activity taxes. 
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Over the past several years, a growing number of jurisdictions 
have sought to collect business activity taxes from businesses lo-
cated in other States, even though those businesses receive no ap-
preciable benefits from the taxing jurisdiction, and even though the 
Supreme Court has ruled that the Constitution prohibits a State 
from imposing taxes on businesses that lack substantial connec-
tions to the State. 

This has led to unfairness and uncertainty, generated conten-
tious, widespread litigation and hindered business expansion as 
businesses shy away from expanding their presence in other States 
for fear of exposure to unfair tax burdens. 

In order for businesses to continue to become more efficient and 
expand the scope of their goods and services, it is imperative that 
clear and easily navigable rules be set forth regarding when an 
out-of-State business is obliged to pay business activity taxes to a 
State. Otherwise, the confusion surrounding these taxes will have 
a chilling effect on e-commerce, interstage commerce generally and 
the entire economy as tax burdens, compliance costs and litigation 
and uncertainty escalate. Previous actions by the Supreme Court 
and Congress have laid the groundwork for a clear, concise and 
modern brightline rule in this area. 

In the landmark case of Quill Corporation v. North Dakota, the 
Supreme Court declared that a State cannot impose a tax on an 
out-of-State business unless that business has a substantial nexus 
with the taxing State. However, the Court did not define what con-
stituted a substantial nexus for the purposes of imposing business 
activity taxes. 

In addition, over 40 years ago Congress passed legislation to pro-
hibit jurisdiction from taxing the income of out-of-State corpora-
tions whose in-State presence was nominal. Public Law 86–272 set 
clear uniform standards for when States could and could not im-
pose such taxes on out-of-State businesses when the business’s ac-
tivities involve the solicitation of orders for sales. 

However, like the economy of its time, the scope of Public Law 
86–272 was limited to tangible personal property. Our Nation’s 
economy has changed dramatically over the past 40 years, and this 
outdated statute needs to be modernized. The Business Activity 
Tax Simplification Act both modernizes and provides clarity in an 
outdated and ambiguous tax environment. 

First, the legislation updates the protection of Public Law 86–
272. This legislation reflects the changing nature of our economy 
by expanding the scope of the protections in 86–272 from just tan-
gible personal property to include intangible property in all types 
of services. In addition, our legislation sets forth clear, specific 
standards to govern when businesses should be obliged to pay busi-
ness activity taxes to a State. Specifically the legislation estab-
lishes a physical presence test, such that an out-of-State company 
must have a physical presence in a State before the State can im-
pose franchise taxes, business license taxes and other business ac-
tivity taxes. 

The clarity that the Business Activity Tax Simplification Act will 
bring will ensure fairness, minimize litigation and create the kind 
of legally, certain and stable climate that encourages businesses to 
make investments, expand interstate commerce, grow the economy 
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and create new jobs. At the same time, this legislation will protect 
the ability of States to ensure that they are fairly compensated 
when they do provide services to businesses that do have a physical 
presence in their State. 

Again, Mr. Chairman, thank you for holding this important hear-
ing. 

Mr. CHABOT. Thank you very much. Before I begin with witness 
introductions, I ask unanimous consent that the record will remain 
open for 5 legislative days for other interested parties to submit 
statements for inclusion in the hearing record. 

Also, we have a number of statements from interested parties on 
all sides of this issue that I would like to have submitted for the 
record. I would ask unanimous consent to enter these statements 
into the record. 

Hearing no objection, these statements will be entered into the 
record. 

Now I would like to introduce our very distinguished panel here 
this afternoon. 

Our first witness is Bo Horne, the President of ProHelp Systems, 
Inc., a software development company located in Seneca, South 
Carolina. A graduate of the Georgia Institute of Technology with 
a degree in electrical engineering, Mr. Horne founded ProHelp Sys-
tems, Inc. in 1984. ProHelp designs, develops and markets highly 
complex and specialized product configuration, engineering and 
manufacturing software systems for electrical equipment manufac-
turers and creates systems integration software for mid-range and 
mainframe markets. 

Mr. Horne, thank you again for your appearance here today. We 
look forward to your testimony in just a couple of minutes here. 

The next witness is Earl Ehrhart, State Representative for the 
36th House District of the State of Georgia. 

Mr. Ehrhart has served in the Georgia House of Representatives 
since his first election in 1988. He is Chairman of the House Rules 
Committee and a Member of the Appropriations, Banking and 
State Institutions and Public Property Committees, and we wel-
come you here this afternoon, Mr. Ehrhart. 

You currently serve as the national chairman of the American 
Legislative Exchange Council, a nationwide bipartisan group of leg-
islators. In recognition for his leadership, he has been honored with 
a Champion of the Free Enterprise System Award from the Associ-
ated Builders and Contractors of Georgia, and he has been the re-
cipient of the Guardian of Small Business Award by the National 
Federation of Independent Business. Mr. Ehrhart earned his Bach-
elor’s Degree from the University of Georgia. 

When not serving in the legislature, he is the Senior Vice Presi-
dent of the Facility Group, Inc., an architectural and engineering 
firm. Mr. Ehrhart, we congratulate you for your substantial efforts 
and look forward to your testimony from a State perspective here 
this afternoon. 

Our next witness will be Joan Wagnon, Secretary of Revenue of 
the State of Kansas. Ms. Wagnon was appointed to her current po-
sition in 2001. Secretary Wagnon is a former six-term State legis-
lator representing Topeka in the Kansas House from 1983 to 1994. 
She also was elected as the Mayor of Topeka in 1997 and served 
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until 2001. Secretary Wagnon is the Chairman of the Multistate 
Tax Commission, as well as the Chair of the Midwestern States As-
sociation of Tax Administrators. She is also a member of the Fed-
eration of Tax Administrators board of directors and is actively in-
volved in several charitable organizations, including the national 
board of the Girl Scouts U.S.A., the Midland Hospice of Topeka and 
the Downtown Rotary Club. 

Secretary Wagnon earned her Bachelor’s Degree from Hendrix 
College in Arkansas and her Master’s of Education in guidance and 
counseling from the University of Missouri. 

Secretary Wagnon, welcome, we appreciate your testimony here 
this afternoon. 

Our final witness is Lyndon Williams, Tax Counsel for Citigroup, 
Incorporated. Mr. Williams is responsible for providing advice and 
counsel on matters relating to the various aspects of tax law, in-
cluding State and local taxation. He represents Citigroup as global 
e-commerce tax counsel, working with the Organization for Eco-
nomic Cooperation and Development on tax policy matters involv-
ing international taxation. He is also a member of the tax commit-
tees of the Business and Industry Advisory Committee to the 
OECD and the United States Council for International Business. 

Mr. Williams earned a Bachelor’s Degree in business administra-
tion, majoring in accounting, from Baruch College at the City Uni-
versity of New York. He received his Master’s of Science Degree in 
taxation from Pace University Graduate School of Business in 
White Plains, New York and his law degree from Pace Law School. 
Mr. Williams is a member of the New York State Bar Association 
and the President of the Association of Black Lawyers of West-
chester County. 

Mr. Williams, thank you very much for your appearance here 
this afternoon as well. 

We extend to each of you the warm regards and appreciation for 
your willingness to participate in today’s hearings. 

In light of the fact that your written statements will be included 
in the hearing record, we would request that you limit your re-
marks, if at all possible, to 5 minutes. 

You will note that we do have a lighting system up there. During 
the first 4 minutes of the 5 minutes, there will be a green light on. 
When you have 1 minute to go the yellow light will come on, and 
the red light means that you are supposed to wrap up. 

Chairman Cannon’s practice has been to tap the gavel at 5 min-
utes so you will know that your time is up, and we won’t gavel you 
down at that time but we would appreciate it if you would wrap 
it up close to that time if at all possible. 

Pursuant to the directive of the Chairman of the Judiciary Com-
mittee, I ask that the witnesses please stand because it is the prac-
tice of the Committee to swear in all witnesses before the Com-
mittee. 

[Witnesses sworn.] 
Mr. CHABOT. Let the record reflect that each of the witnesses an-

swered in the affirmative, and you may all be seated. 
Mr. Horne, at this time you are recognized for 5 minutes. 

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00011 Fmt 6633 Sfmt 6601 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640



8

TESTIMONY OF CAREY J. ‘‘BO’’ HORNE, PRESIDENT,
PROHELP SYSTEMS, INC. 

Mr. HORNE. Thank you, Mr. Chairman. 
Mr. CHABOT. If you could turn that on. If you would pull the 

mike a little closer to you there. Thank you. 
Mr. HORNE. I am new at this. 
Mr. CHABOT. Okay. 
Mr. HORNE. Thank you, Mr. Chairman, and Members of the Sub-

committee for this opportunity to support H.R. 1956, the Business 
Activity Simplification Act. I am Bo Horne, President of ProHelp 
Systems, a home-based software business in South Carolina. It is 
an honor being asked to address an issue so vital to small business. 
I represent no one but my wife, myself and our small business. We 
are here today at personal expense to plead for your support for a 
bill which clarifies the reasonable physical presence standard must 
be applied when determining nexus for interstate activity. 

Our experience clearly shows what happens when the standard 
leaves the smallest avenue open to abuse by greedy States. Our 
many conversations with people across this country also shows 
such abuses are far more common than generally recognized. With-
out strong Federal legislation, small businesses will soon be unable 
to participate in interstate commerce. We are speaking up because 
thousands of small businesses are totally unaware of today’s risks. 

In 1997, we sold one copy of our licensed software to a customer 
in New Jersey for $695. Because of this single sale, the State of 
New Jersey now demands that we pay $600 in taxes and fees every 
year the software remains in use, even in years with no sales, and 
regardless of any profit. Despite 2 years of effort and substantial 
legal fees, New Jersey continues to press its claim. Should all 50 
States adopt New Jersey’s corporate business tax, small software 
developers selling just one license in every State would owe 
$30,000 in business activity taxes every year thereafter even with 
no additional sales anywhere. Should localities follow suit the re-
sults would truly be astronomical. These are powerful reasons to 
stay out of the software business. 

We have little idea where our customers reside, but we are proud 
to have sold software in 32 countries. We have less than $30,000 
per year in domestic sales of licensed software. How can we provide 
jobs or even remain in this business if State taxes exceed total 
sales? 

The issue is not limited to software. New Jersey even defies pro-
tections of the Interstate Income Tax Act of 1959, which prevents 
States from imposing income tax for interstate activities where no 
physical presence exists. Today, if one of your constituents ships a 
box of paper clips to a customer in New Jersey, he will be subjected 
to the same tax. 

Ours is not an isolated case. We are personally aware of small 
business victims in multiple States, including three represented on 
this Subcommittee, North Carolina, Wisconsin and Virginia. We 
did not search for these victims. Desperate for help, they found us 
from testimony we submitted to this Subcommittee last year or 
from numerous articles written about our case. Each of you should 
understand that small businesses in your own State are already 
being wrongfully burdened by greedy States. 
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The nightmares are certain to escalate. New Jersey increased its 
minimum tax 150 percent in 2002. This tax is effectively borne only 
by the smallest participants in interstate commerce. The victims 
are generally not capable of fighting. They capitulate to reduce the 
risk of larger penalties, and they have absolutely no representation 
in the matter except right here. 

Why should anyone believe this tax will not soon be increased 
again and spread to other States? Without clear protection such as 
BATSA provides, aggressive States will always seek to stretch the 
limits and to impose their own creative definitions to justify tax-
ation most citizens would consider unjust. No small business can 
possibly cope with the widely varying and ever-changing laws of 50 
States, the administrative burdens of keeping records by State, or 
the costs of preparing and filing multiple returns, nor can we afford 
to pay inflated tax claims or legal fees required to defend against 
them. 

If Smithfield Foods has difficulty complying with State tax laws, 
as Tracy Vernon testified last year, how can small businesses ever 
do so? Many small businesses are not yet vocal with their support 
for this legislation. Most have no idea they may be involved in 
nexus issues or even what nexus means. They are totally unaware 
that many States will attempt to tax their activities. But as infor-
mation tracking systems become more powerful and pervasive and 
as the Internet changes the very foundations of interstate com-
merce, small business will be trapped like a deer in headlights, to-
tally defenseless against what is certain to happen, unless Con-
gress uses its authority to protect us. 

Mr. Chairman, I would love to continue explaining why small 
businesses desperately need your help. My time is up, and I have 
provided more in writing, so I will close with one thought. The 
growing constraints on our participation in interstate commerce 
will ultimately impose economic costs our country simply cannot af-
ford. Please act on this bill before more damage occurs. 

Again, it has been an honor to speak to you and I will be happy 
to answer questions. 

[The prepared statement of Mr. Horne follows:]

PREPARED STATEMENT OF CAREY J. (BO) HORNE 

Thank you Mr. Chairman, Ranking Member Watt, and members of the Sub-
committee for this opportunity to support H.R. 1956, the Business Activity Tax Sim-
plification Act. I am Bo Horne, President of ProHelp Systems, a home-based soft-
ware business in South Carolina. It is an honor being asked to address an issue so 
vital to small business. 

I represent no one but my wife, myself, and our small business. We are here today 
at personal expense to plead for your support for a bill which clarifies that a reason-
able physical presence standard must be applied when determining nexus for Inter-
state activity. Our experience clearly shows what happens when the standard leaves 
the smallest avenue open to abuse by greedy States. Our many conversations with 
people across the Country also show such abuses are far more common than gen-
erally recognized. Without strong Federal legislation, small businesses will soon be 
unable to participate in Interstate Commerce. We are speaking up because thou-
sands of small businesses are totally unaware of the risks. 

In 1997, we sold one copy of our licensed software to a customer in New Jersey 
for $695. Because of this single sale, the State of New Jersey now demands that 
we pay $600 in taxes and fees, every year the software remains in use, even in 
years with no sales, and regardless of any profit. Despite two years of effort and 
substantial legal fees, New Jersey continues to press its claim. 
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Should all 50 States adopt New Jersey’s Corporate Business Tax, small software 
developers selling just one license in every State would owe $30,000 in business ac-
tivity taxes every year thereafter, with no additional sales anywhere. Should local-
ities follow suit, the results would truly be astronomical. These are powerful reasons 
to stay out of the software business. 

We have little idea where our customers reside, but we are proud to have sold 
software to customers in 32 countries. We have less than $30,000 per year in domes-
tic sales of licensed software. How can we provide jobs, or even remain in this busi-
ness, if State taxes exceed total sales? 

The abuse is not limited to software. New Jersey even defies protections of the 
Interstate Income Tax Act of 1959 (P.L. 86–272), which prevents States from impos-
ing income tax for Interstate activities where no physical presence exists. Today, if 
one of your constituents ships a box of paper clips to a customer in New Jersey, 
he will be subjected to the same tax. 

Ours is not an isolated case. We are personally aware of small business victims 
in multiple States, including three represented on this Subcommittee: North Caro-
lina, Wisconsin, and Virginia. We did not search for these victims. Desperate for 
help, they found us from testimony we submitted to this Subcommittee last year or 
from numerous articles written about our case. Each of you should understand that 
small businesses in your own State are already being wrongly burdened by greedy 
States. 

The nightmares are certain to escalate. New Jersey increased its minimum tax 
150% in 2002. This tax is effectively borne only by the smallest participants in 
Interstate Commerce. The victims are generally not capable of fighting, they capitu-
late to reduce the risk of larger penalties, and they have absolutely no representa-
tion in the matter except right here. Why should anyone believe this tax will not 
soon be increased again, and spread to other States? Without clear protections such 
as BATSA provides, aggressive States will always seek to stretch the limits and to 
impose their own creative definitions to justify taxation most citizens would consider 
unjust. 

No small business can possibly cope with the widely varying and ever changing 
laws of 50 States, the administrative burdens of keeping records by State, or the 
costs of preparing and filing multiple returns. Nor can we afford to pay inflated tax 
claims or legal fees required to defend against them. If Smithfield Foods has dif-
ficulty complying with State tax laws, as Tracy Vernon testified last year, how can 
small businesses ever do so? 

Many small businesses are not yet vocal with their support for this legislation. 
Most have no idea they may be involved in nexus issues or what nexus even means. 
They are totally unaware that many States will attempt to tax their activities. But, 
as information tracking systems become more powerful and pervasive, and as the 
Internet changes the very foundations of Interstate Commerce, small business will 
be trapped like a deer in headlights, totally defenseless against what is certain to 
happen, unless Congress uses its authority to protect us. 

Mr. Chairman, I would love to continue explaining why small businesses des-
perately need your help. My time is up, and I have provided more in writing; so 
I will close with one thought. 

The growing constraints on our participation in Interstate Commerce will ulti-
mately impose economic costs our Country simply cannot afford. Please act on this 
bill before more damage occurs. 

Again, it’s been an honor to speak to you; and I will be happy to answer questions. 

ADDITIONAL INFORMATION 

One very positive aspect of our saga has been the realization that our representa-
tive democracy works far better than we have been led to believe. We have been 
treated with courtesy, respect, and great empathy by the hundreds of representa-
tives, state and federal officials, attorneys, businessmen, news editors, and private 
citizens we have spoken with about our ordeal. Without their enormous support and 
encouragement, we simply would not be here today. 

All of our Company’s work is performed in our home, we are the only employees 
(though we have had additional employees in prior years), and our company is our 
sole source of earned income. Our company is incorporated in Georgia and reg-
istered in Georgia and South Carolina. We have elected S Corporation status, oper-
ate and pay taxes as such, and file appropriate returns in Georgia and South Caro-
lina each year. We pay employment taxes to South Carolina, and we acknowledge 
nexus in both Georgia and South Carolina. All work is conducted in South Carolina 
via the telephone, the Internet, and the U. S. Postal Service. 
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The State of New Jersey is asserting a claim of nexus against our company due 
to the sale of seven intangible software licenses during the period 1997–2002. Dur-
ing this period, we generated total revenue from New Jersey-based customers of 
$6,132. By year, our sales into New Jersey for that period were $695, $0, $0, $0, 
$49, and $5388, respectively. Those are single dollars, not $K, $M, or $B. Of this 
total, $5,133 was derived from the actual license sales and $999 from additional 
services performed in South Carolina after the original sales. 

New Jersey acknowledges that its original claim of nexus was based solely on 
the existence of these seven software licenses within the state. New Jersey’s claim 
of nexus will be made as long as any licenses remain in use within the State, even 
if we cease accepting all business from New Jersey customers and generate zero fu-
ture income from sales into the State. It is important to note there is nothing special 
about our license; it is very similar to ones provided with shrink-wrapped software 
commonly available at electronics or office supply stores such as Best Buy or Sta-
ples. 

New Jersey’s claim of nexus generates a requirement for our company to pay $500 
per year as the New Jersey minimum corporate tax and $100 per year for Cor-
porate Registration fee, every year, even in years when we have zero sales in New 
Jersey and have no other business activity in the State. (If not for the minimum 
corporate tax and registration fee, our calculated tax would be less than $1.00 
in our best year.) 

We have been advised by the New Jersey Division of Taxation that the only way 
to remove our future liability for paying this $600 per year in tax and fees is to:

(1) stop accepting all orders from New Jersey,
(2) have zero New Jersey income,
(3) terminate all existing software licenses, and
(4) have our customers remove all licensed software from their systems. We 

have been advised that we cannot terminate our nexus in future years by 
abandoning our license agreements and giving clear title of the software to 
our customers.

We have met these requirements, as of December 31, 2003, through the following 
actions:

• We have terminated all of our national advertising. Our sales are down sig-
nificantly as we attempt to refocus our activity into Georgia and South Caro-
lina only.

• We have stopped accepting all orders from New Jersey locations. We cannot 
accept any business, of any type, from New Jersey locations until 
small business is given the protection it must have in order to partici-
pate in Interstate Commerce on a free and unhindered basis. In Janu-
ary 2004, we refused to accept a firm order for $15,000 of remote services 
from a Georgia customer who would have made payment through a New Jer-
sey office. The risk of validating their claims of nexus in future years was 
simply too great for us to accept. Needless to say, this decision hurt our busi-
ness badly.

• We have terminated all software licenses in New Jersey, and our customers 
have removed all licensed software and replaced it with new, unlicensed soft-
ware. As a result, our intellectual property no longer receives the protection 
it must have in order to insure its viability for future enhancements and im-
provements and for our future income.

These actions have combined to significantly reduce and inhibit our participation 
in Interstate Commerce, reduce our sales, reduce our personal salaries, and reduce 
our payments of badly needed Federal and South Carolina tax revenues. We have 
become so concerned about the risk of our continued participation in Interstate 
Commerce that we are asking ourselves: ‘‘Why bother? Can we afford the risk? 
Should we terminate the business before it gets worse?’’

Our situation, and that of all small businesses participating in Interstate Com-
merce, is simply intolerable. Had we sold just one $695 license in 1997 and not de-
rived any further income from New Jersey customers, we would still be subject to 
the requirement of paying $600 per year in New Jersey taxes and fees as long as 
our customer continues to use the license. To fight this horribly unjust taxation, we 
have been forced to spend thousands of dollars in legal fees to defend ourselves; and 
we are continually distracted from pursuing our normal business activities which 
generate all of our earned income. 

Making the situation even worse, New Jersey has since expanded its regula-
tions to assert nexus against all companies deriving any type of income 
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from New Jersey customers, regardless of physical presence or de minimis 
activity. This latest provision of New Jersey tax regulations includes the sale of 
tangible products and is in direct defiance of Congressional intent and the physical 
presence standard of Public Law 86–272. Should all 50 states adopt these same pro-
visions, the sale of a single box of paper clips in each state, at any point in time, 
would generate the requirement to file a state tax return in every State and to pay 
$30,000 in minimum taxes and fees per year, forever, even in years when no sales 
are made in those states, unless crucial steps are taken promptly to terminate 
nexus. And, New Jersey does not make that termination easy. 

More importantly, no company can survive by continually paying taxes 
on zero profits or by paying taxes greater than total sales. After our total 
sales are reduced by amounts not related to licensed software, by amounts for serv-
ices, and by international sales, we have less than $30,000 in total domestic sales 
of licensed software. How can we develop, market, support products, and provide 
jobs, or even remain in this business, under those circumstances? 

New Jersey is not the only State adopting highly aggressive tactics which threat-
en small businesses. Such tactics are becoming more prevalent each year, and 
BATSA will stop the abuses. BATSA is simply vital for protecting small businesses 
by clearly codifying numerous existing judicial precedents and Congressional intent 
inherent in Public Law 86–272 and by providing a uniform and bright-line standard 
of physical presence for nexus. 

We realize there are multiple sides to every issue; for BATSA, there are at least 
three:

• Small businesses: Hopefully, we are sufficiently conveying why the passage 
of BATSA is so absolutely critical if small businesses are to participate in 
Interstate Commerce.

• Large businesses: Having worked for and with large businesses for many 
years, we understand and support their need for clarity and simplification of 
the rules which would allow them to devote more attention to delivering prod-
ucts and services instead of defending themselves in legal actions.

• The States: Why are they so strongly resisting BATSA?
(a) We totally reject their claims of State sovereignty. Our Founding Fathers, 

who created the best form of government our world has known, wisely un-
derstood that Federal regulation would be vital toward assuring a vibrant 
National economy and gave the Congress broad powers to regulate Inter-
state Commerce. They included the Commerce Clause to cure a problem 
that had already occurred during the Colonial period. It is the exact prob-
lem small businesses face today: greedy States, totally unconcerned about 
the National economy. The Commerce Clause gives this Congress very 
clear and absolute authority to regulate this critical area of our economy. 
Without question, Congress has absolute jurisdiction to protect the rights 
of hundreds of thousands of small businesses attempting to participate in 
Interstate Commerce, free from undue burdens associated with paying 
taxes in multiple States; and the States ceded all rights for any claims 
of sovereignty over this issue when they joined the Union.

(b) We also reject their wildly exaggerated claims of lost revenues. Several 
analyses have been made, but has a single one ever factored in the loss 
of hundreds of thousands of jobs, perhaps millions, because small busi-
nesses cannot safely participate in Interstate Commerce? We can guar-
antee that tax revenues obtained from small businesses will begin declin-
ing soon, and many jobs will be lost, unless our problem is corrected now. 
No small businessman, once he understands the risks involved, will dare 
participate in Interstate Commerce. 

The distribution of taxable income may change among the 
States, but it should. We do all work from our home; all of our economic 
activity occurs there. Shouldn’t we pay all our taxes to South Carolina? 
Shouldn’t this apply equally to large businesses with no physical presence 
in a State? If a State’s revenue drops due to passage of this bill, it is be-
cause the State is already engaging in unfair tactics; and its revenue 
should and must drop. Many States are already losing a portion of their 
own legitimate tax revenues to the greedy States.

(c) A possible threat to States’ revenues arises from the improper use of in-
tangible holding companies. If an intangible holding company licenses in-
tangible property to an unrelated company, then it should receive the 
protection the physical presence standard provides. If the intangible hold-
ing company operates only to avoid taxation, without other legitimate 
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business purposes, the States have several remedies they have tradition-
ally employed to prevent loss of income; and many States have already 
enacted one or more of them. So, this issue is no reason to avoid prompt 
passage of this bill.

New Jersey is targeting numerous small businesses which sell to Casinos and 
therefore must be registered (by the Casino, not the small business) with the Casino 
Control Commission (CCC). The CCC even sends registrants a letter clearly indi-
cating they don’t have to do anything else unless they sell more than $75,000 to 
a single casino in a single year. No mention is made of any State requirement to 
file or pay income taxes simply because an Interstate sale has been made. We even 
called, twice, to verify there were no additional steps for us to take. New Jersey is 
also using all other possible types of such independent registrations to pursue small 
Interstate businesses. 

Further, and it is a matter of public record, Governor McGreevey of New Jersey 
was asked by the media during the signing ceremony for its CBT tax increase about 
the effect the tax would have on small businesses. The Governor indicated that New 
Jersey would not be going after small businesses. It is now clear that he had little 
or no control over his State agencies, was mistaken, or simply lied about what was 
soon to begin. New Jersey has thus violated basic requirements of Due Process and 
is at least guilty of the entrapment of many small businesses. 

Many scholars and tax experts believe the Supreme Court has spoken very clearly 
in numerous decisions regarding Interstate nexus issues and the Congress has spo-
ken very clearly with the physical presence standard in Public Law 86–272. Given 
the problems so obvious today, how can anyone justify not providing total clarity 
for all sales? How can anyone justify our paying any tax to any State except South 
Carolina or Georgia, where all of our economic activity occurs? 

Customers in other States occasionally seek to buy our products because similar 
products are not available in their own State, ours are superior for their needs, or 
ours are less costly. Customers buying our products actually save money by doing 
so, thereby increasing their own profits and their own tax obligations within their 
own States. New Jersey has provided no services to our Company. We have not at-
tempted to market explicitly to customers in New Jersey. To the contrary, customers 
in New Jersey came to us because our products provide some advantage to them. 
Why should such a purchase create a new tax obligation for our Company? The Con-
gress is going to great lengths to promote free international trade while this horrible 
situation restrains trade within our own borders. 

As a private citizen and small businessman, I have concluded the passage of 
BATSA is the fair and right thing to do for all business, both large and small, 
that it is vital for protecting small businesses, that it is vital for protecting jobs and 
our economy, that States’ claims of various harms are ill-advised and simply not 
true, and that all sales should be treated equally as intended by the Congress when 
it passed Public Law 86–272. Otherwise, very large portions of our economy (i.e., 
intellectual property, remote services, and small businesses in particular) become 
highly disadvantaged in their conduct of Interstate marketing activity. 

Because physical presence was intended to be the current standard, BATSA would 
neither diminish the taxing powers of state and local jurisdictions nor reduce state 
and local tax revenues. It will allow businesses to concentrate on growing our econ-
omy and providing jobs, instead of arguing legal points at great cost, by ensuring 
no undue burdens hinder Interstate Commerce. 

We beg for your support and prompt passage of this bill, on behalf of the thou-
sands of small business owners nationwide whose economic futures rely on it, and 
on behalf of continued strength in our National economy.

Mr. CHABOT. Thank you very much, Mr. Horne. 
Representative Ehrhart is recognized for 5 minutes. 

TESTIMONY OF EARL EHRHART, STATE REPRESENTATIVE, 
GEORGIA HOUSE OF REPRESENTATIVES, 36TH DISTRICT, 
NATIONAL CHAIRMAN OF THE AMERICAN LEGISLATIVE EX-
CHANGE COUNCIL 

Mr. EHRHART. Thank you, Mr. Chairman and Members of the 
Committee. I also found the Chairman and Ranking Member com-
ments edifying as to my time. 
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My name is Earl Ehrhart. I am a State Representative in Geor-
gia, where I chair the Georgia House Rules Committee. I also 
serve, as you noted, as the ALEC national Chair. 

The American Legislative Exchange Council is the Nation’s larg-
est bipartisan individual membership organization of State legisla-
tors. We have over 2,400 members from all 50 States and 97 mem-
bers, former members in Congress today. 

It is my pleasure to appear before you to present testimony re-
garding H.R. 1956, the ‘‘Business Activity Tax Simplification Act.’’ 
I was elected in Georgia’s 36th District to represents my constitu-
ents’ interest in Georgia. Part of that responsibility is to ensure 
that our State develops a business climate that expands opportuni-
ties for our existing companies and attracts new business invest-
ment. 

As a State legislature, however, there’s only so much I can do to 
help develop a solid business climate in Georgia. Many entre-
preneurs in Georgia do business all over the United States in our 
new economy and all over the world. We need the help of Congress 
to ensure that the Georgia-based companies aren’t being 
unjustifiably taxed by those States in which they have no physical 
presence. Today we see an increased tendency of lawmakers and 
revenue officials in other States to get aggressive when it comes to 
raising of revenue from out-of-State companies. If our State is mak-
ing that effort to provide an infrastructure to attract and maintain 
business in our State, we should be the ones to enjoy those same 
benefits. 

If we don’t curb this aggressive behavior by other States, we are 
going to lose our ability to provide a prosperous business environ-
ment in Georgia. H.R. 1956, with its physical presence, is a good 
step toward protecting that same ability. If companies are paying 
States taxes only where they are physically present, then we can 
be comfortable knowing that we can attract business to Georgia, 
give them the services we need, get the taxes we need in return 
to help pay for those services and hopefully persuade them to rein-
vest in our State. 

I am not the only State lawmaker who holds that view. As I 
mentioned earlier, I am the chairman, the national chairman of 
ALEC. ALEC in 2003 approved a model resolution, a resolution on 
State and local business activity taxes calling on Congress to ex-
pand and protect the physical requirement. I have passed out a 
copy of that for your perusal. 

Our resolution states very simply, the physical presence standard 
promotes fairness by assuring that businesses that receive benefits 
and protections provided by State and local governments pay their 
fair share for these services and the ability of State and local juris-
dictions to tax out-of-State businesses should be limited to those 
situations in which the business has employees and/or property in 
the taxing jurisdiction and accordingly receives meaningful govern-
ment benefits or protections from that jurisdiction. ALEC supports 
this approach because it is consistent with our Jeffersonian prin-
ciples of individual liberty, limited government and free markets, 
and not without interest, it supports Federalism and not the other 
way around. States should not be able to tax those companies that 
are not physically present in their State. 
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A more expansive approach, called economic presence by some, 
exposes businesses to more taxes, more litigation, but less money 
and time to invest and grow the economy. I know some of my col-
leagues from other organizations, the MTA, have a different opin-
ion about this bill. I would like to take just a moment to address 
their concerns in particular, tax revenue losses and tax shelters. 

You have heard in the past, and we will hear in the future that 
this legislation, physical presence approach in general, will lead to 
a substantial revenue loss for States. It has been argued that we 
should refrain from acting on this bill because States will lose rev-
enue needed to pay for schools, roads, health care and police pro-
tection. Just anecdotally, States have a spending problem and not 
a revenue problem. Beware of these revenue estimates. These esti-
mates are based on assumptions that the State revenue depart-
ments can and should be collecting all the taxes from all the cor-
porations they say they should. Since the issue of physical presence 
is unclear, it is not fair to claim they will lose revenue, merely be-
cause they believe corporations should be paying a certain amount 
of taxes based on their questionable interpretation of the law. 

As for tax sheltering, again I respectfully disagree that this bill 
will make tax sheltering worse. It is important to remember the 
tax shelter is in the eye of the beholder. The U.S. Constitution cer-
tainly isn’t a tax shelter. H.R. 1956 is not a tax shelter. I believe 
the physical presence rule best embodies the presence that we find 
in our Constitution and our laws. I am baffled by my colleagues’ 
insistence that this bill would only serve to open up our States to 
more corporate tax sheltering. 

Once again, even if my colleagues are right, the States have tools 
to fight these abusive tax shelters. Sham transactions and those 
that lack economic substance can certainly be fought even if H.R. 
1956 becomes law. Lawmakers in other States, Georgia in par-
ticular—we have gotten aggressive with that with addbacks, 
throwbacks, passive investments, the single factor taxation that we 
passed last year in Georgia. These are tools that we have to accom-
plish these goals. 

In conclusion, Mr. Chairman, thank you for the opportunity to 
give the perspective of my constituents, as well as of that ALEC. 
The American Legislative Exchange Council is supportive of the 
flexibility that the physical presence requirements as outlined in 
1956, and we look forward to working with you in the days and 
months ahead to enhance our States’ business climate through a 
limited government approach. 

Thank you, Mr. Chairman. 
[The prepared statement of Mr. Ehrhart follows:]

PREPARED STATEMENT OF THE HONORABLE EARL EHRHART 

INTRODUCTION 

Good morning Chairman Cannon, Representative Watt and Members of the Com-
mittee: 

My name is Earl Ehrhart, I am a State Representative in Georgia where I chair 
the Georgia House Rules Committee. I also serve as the National Chairman of the 
American Legislative Exchange Council. 

The American Legislative Exchange Council (ALEC) is the nation’s largest non-
partisan, individual membership organization of state legislators with over 2,400 
legislator members from all fifty states and 97 members in the Congress. It is my 
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pleasure to appear before you to present testimony regarding H.R. 1956, the ‘‘Busi-
ness Activity Tax Simplification Act of 2005.’’

GEORGIA 

I was elected in Georgia’s 36th District to represent my constituents’ interests in 
the Georgia General Assembly. Part of that responsibility is to ensure that our state 
develops a business climate that expands opportunities for our existing companies 
and attracts new business investment. 

As a state legislator, however, there is only so much I can do to help develop a 
solid business climate in Georgia. Many entrepreneurs in Georgia do business all 
over the United States and the world. We need the help of Congress to ensure that 
Georgia-based companies aren’t being unjustifiably taxed by those states in which 
they have no physical presence. 

Today, we see an increased tendency of lawmakers and revenue officials in other 
states to get aggressive when it comes to raising revenue from out-of-state compa-
nies. If our state is making the effort to provide an infrastructure to attract and 
maintain business in our state, we should be the ones to enjoy the benefits. 

If we don’t curb this aggressive behavior by other states, we are going to lose our 
ability to provide a prosperous business environment in Georgia. H.R. 1956, with 
its physical presence requirement, is a good step toward protecting our ability to de-
velop the Georgia business climate my constituents expect me to support in the 
Georgia General Assembly. 

If companies are paying state taxes only where they are physically present, then 
we can be comfortable knowing that we can attract business to Georgia, give them 
the services they need, get the taxes we need in return to help pay for those serv-
ices, and hopefully persuade them to reinvest in our state. If businesses are going 
to be taxed anywhere they have customers or are making sales, then our efforts to 
recruit these companies will be in vain. Instead of reinvesting in the Georgia econ-
omy they will be paying taxes where they have no physical presence. 

This policy is bad for Georgia’s economy and bad for my constituents who need 
those high paying jobs to support their families and to realize their dreams. Let’s 
restore sense and clarity to where our businesses pay their taxes. Simply stated, 
business should pay taxes where they hold a physical presence. 

AMERICAN LEGISLATIVE EXCHANGE COUNCIL RESOLUTION,
STATE AND LOCAL BUSINESS ACTIVITY TAX 

I am not the only state lawmaker that holds this view. As I mentioned earlier, 
I am the National Chairman of the American Legislative Exchange Council, or 
ALEC. ALEC is a nonpartisan, individual membership organization of over 2,400 
state legislators. In 2003, ALEC approved a model resolution, ‘‘Resolution on State 
and Local Business Activity Taxes,’’ calling on Congress to protect and expand the 
physical presence requirement for the state collection of business activity taxes. I 
have attached a copy for your perusal. Our resolution states:

‘‘the physical presence standard promotes fairness by ensuring that businesses 
that receive benefits and protections provided by state and local governments 
pay their fair share for these services’’; and
‘‘the ability of state and local jurisdictions to tax out-of-state businesses should 
be limited to those situations in which the business has employees and/or prop-
erty in the taxing jurisdiction and accordingly receives meaningful govern-
mental benefits or protections from the jurisdiction’’

ALEC supports this approach because it is consistent with the Jeffersonian prin-
ciples of individual liberty, limited government, and free markets. States should not 
be able to tax those companies that are not physically present in their state. 

ECONOMIC PRESENCE—A MODEL FOR DISASTER 

A more expansive approach, called economic presence by some, exposes business 
to more taxes, more litigation, but less money and time to invest and grow the econ-
omy. We have been told, through decades of congressional action and court rulings, 
that interstate commerce is so expansive that it allows Congress to regulate just 
about any activity in America. I fear for our Georgia-based companies, if the states 
take the same expansive approach to economic presence. Those of us who advocate 
a limited government approach, like my colleagues at ALEC, strongly support the 
physical presence approach to state business taxes. 
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TAX REVENUE LOSSES AND TAX SHELTERING 

I know some of my colleagues from other organizations have a different opinion 
about this bill. I would like to take just a moment and address their concerns, in 
particular, tax revenue losses and tax sheltering. 

You have heard in the past, and will hear in the future, that this legislation—
and the physical presence approach in general—will lead to substantial revenue loss 
for the states. It has been argued that you should refrain from acting on this bill 
because states will lose revenue needed to pay for schools, roads, health care, and 
police protection. 

Be wary of these revenue estimates. These estimates are based on assumptions 
that the state revenue departments can and should be collecting all the taxes from 
corporations they say they should. Since the issue of physical presence is unclear, 
it is not fair to claim they will lose revenue merely because they believe corporations 
should be paying a certain amount of taxes based on their questionable interpreta-
tion of the law. 

Furthermore, even if my colleagues are correct, and some states do lose tax rev-
enue if this bill becomes law, I say this is as it should be. Corporations should pay 
taxes only in those states where they are physically present. If my counterparts in 
other states want to raise more taxes from corporations, they should do so by en-
couraging them, through lower taxes and other means, to locate in their state, or 
by raising taxes on their own companies—not by coercing them to pay taxes even 
when they are not physically present in their state. This is what tax competition 
is all about. 

As for the tax sheltering issue, again, I respectfully disagree with my colleagues 
that this bill will make tax sheltering worse. It is important to remember that a 
tax shelter is in the eye of the beholder. The U.S. Constitution is certainly not a 
tax shelter. H.R. 1956 is not a tax shelter. I believe the physical presence rule best 
embodies the principles that we find in our Constitution and our laws. I am baffled 
at my colleagues’ insistence that this bill would only serve to open up our states 
to more corporate tax sheltering. 

But once again, even if my colleagues are right, the states have the tools to fight 
abusive tax shelters. Sham transactions and those that lack economic substance can 
certainly be fought even if H.R. 1956 becomes law. Furthermore, lawmakers in other 
states are certainly moving forward with a number of new measures to fight tax 
shelters, including disallowance of deductions to passive investment companies, 
addback, and the use of throwback in apportionment. Just this year, Georgia passed 
an addback amendment in the Georgia House Bill 191. Let me assure you that the 
arsenals that states have in our battle against tax shelters will remain virtually in-
tact if you pass this bill. 

CONCLUSION 

Mr. Chairman, thank you for the opportunity to give the perspective of my con-
stituents as well as that of ALEC. The American Legislative Exchange Council is 
supportive of the flexibility and physical presence requirements as outlined in H.R. 
1956. We look forward to working with you in the days and months ahead to en-
hance states’ business climate through a limited government approach. 

Thank you. I would be please to answer any questions you might have. 
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ATTACHMENT
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Mr. CHABOT. Thank you very much. 
Secretary Wagnon, you are recognized for 5 minutes. 

TESTIMONY OF JOAN WAGNON, SECRETARY OF REVENUE, 
STATE OF KANSAS, AND CHAIR, MULTISTATE TAX COMMIS-
SION 

Ms. WAGNON. Thank you, Mr. Chairman, Congressman 
Delahunt, and Members of the Committee. I appreciate the oppor-
tunity to address you today. I am Joan Wagnon, Secretary of Rev-
enue for the State of Kansas and Chair of the Multistate Tax Com-
mission. 

Today I represent the Commission and its members in our oppo-
sition to 1956, or BATSA, and I would like to make four points, 
which are elaborated in my written testimony. 

First of all, BATSA’s proponents claim it would ensure fairness 
and a level playing field, but that is wrong. It will lead to more no-
where income, corporate income that is beyond the jurisdiction of 
any State, and that is hardly fair to the rest of the businesses that 
pay taxes on all of their income and cannot take advantage of tax 
avoidance opportunities. 

Secondly, BATSA will have a severe fiscal impact on many of the 
States. Many people on this Subcommittee have served in State 
legislatures. How would you have viewed a Federal law that would 
have forced you to raise taxes or cut services to replace lost cor-
porate tax revenues, this Committee charged with making sure 
that administrative rules don’t raise Federal taxes? Why would you 
allow that to happen to the State by passing this bill? 

According to a study released just today by the National Gov-
ernors’ Association, H.R. 1956 could strip States of approximately 
$6.6 billion. That happens because it extends Public Law 86–272 
to a variety of business taxes, not just corporate income, and shel-
ter some income in safe harbors. NGA estimates that 11 percent 
of business activity tax could vanish as companies take opportuni-
ties to restructure and use the benefits of this bill. We figured in 
Kansas we would lose $25 million or more each year. 

These tax breaks favoring certain kinds of large companies either 
force States to shift that tax burden back on property, sales or in-
come taxes or reduce services like schools and health care. At a 
time when there is bipartisan support in Congress for shutting 
down tax shelters and closing loopholes in the Federal corporate in-
come tax, it would be ironic if Congress enacted a bill to undermine 
the same critical source of revenue for the States. 

Third, I want to give you some real examples developed by my 
Kansas staff of attorneys and auditors of how tax avoidance plan-
ning will work using the safe harbors in this bill to allow busi-
nesses that already have physical nexus in Kansas, and they will 
reduce their liabilities. 

A manufacturing scenario, we have a tire company in Kansas 
that makes tires and sells them nationwide. Currently, all property 
income and sales are used to apportion income in Kansas. Using 
BATSA’s safe harbors the company can reorganize itself into sev-
eral entities, one to own the plant facility and equipment, an out-
of-State company to own and lease the materials used for the tires, 
and a third to employ the Kansas factory workers. All remain com-
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monly owned. Under the safe harbor for manufacturing materials, 
the out-of-State company suddenly has no nexus with Kansas and 
the value of the materials located at the Kansas plant would be ex-
cluded from the numerator of their property factor, and it reduces 
the Kansas apportionment factor and Kansas taxable business in-
come. This would apply to our aircraft industry and many other 
manufacturing. 

A retail scenario. Several out-of-State retailers of computers or 
electronic devices market their computers to their customers in 
Kansas via the catalog and Internet and use an independent con-
tractor in Kansas to provide the warranty service to the customers. 
Under the independent contractor safe harbor, the out-of-State re-
tailer now has no nexus in Kansas and we lose revenue which we 
currently have. 

Financial services companies, banks, all are likely to restructure 
to benefit from H.R. 1956. Every service that a bank offers now can 
be conducted without a customer and a building. Out-of-State 
banks or Internet banks free themselves of their fair share of taxes 
while the smaller community banks see their customer bases di-
minish. 

This threat to our tax base is real, not some manipulation of 
numbers for shop value in a public hearing. These are real exam-
ples, and they point out the unfairness of allowing preferential tax 
treatment for some businesses while others never gain this advan-
tage. 

Finally, for almost 230 years, while maintaining its jurisdiction 
over interstate commerce, Congress has consistently respected the 
right of States to raise revenues. Encroachment on State tax au-
thority clearly violates the most principled value of Federalism on 
which our Nation was developed. The economy of the 21st century, 
as has been noted, is electronic and borderless. Most businesses 
can operate anywhere without physical presence. This bill takes 
19th century tax law and imposes it on a 21st CENTURY economy 
and harms our States’ abilities. 

I ask you not to support it. Thank you. 
[The prepared statement of Ms. Wagnon follows:]

PREPARED STATEMENT OF JOAN WAGNON 

Mr. Chairman, Congressman Watt, and Members of the Subcommittee: 
Thank you for the opportunity to address the Subcommittee concerning H.B. 1956, 

the Business Activity Tax Simplification Act of 2005. I am Joan Wagnon, Secretary 
of Revenue for the State of Kansas. I have previously served as President of Central 
National Bank of Topeka, Mayor of Topeka, Kansas, and as a six-term member of 
the Kansas House of Representatives. 

Two months ago, I was elected Chair of the Multistate Tax Commission. The 
Multistate Tax Commission is an organization of state governments that works with 
taxpayers to administer, equitably and efficiently, tax laws that apply to multistate 
and multinational enterprises. Created by the Multistate Tax Compact, the Com-
mission is charged by this law with:

• Facilitating the proper determination of State and local tax liability of 
multistate taxpayers, including the equitable apportionment of tax bases and 
settlement of apportionment disputes;

• Promoting uniformity or compatibility in significant components of tax sys-
tems;

• Facilitating taxpayer convenience and compliance in the filing of tax returns 
and other phases of tax administration;

• Avoiding duplicative taxation.
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Created in 1967, forty-six states participate in the work of the Multistate Tax Com-
mission. I am here today representing the Commission and its members in our oppo-
sition to HR 1956. 
Overview 

In reviewing the provisions of H.R. 1956, and its predecessors, I found plenty of 
provisions that troubled me, but I could not figure out what positive policy goals 
that the legislation would accomplish. So I turned to the website of the bill’s pro-
ponents, www.batsa.org, and found that they claim it would accomplish four goals: 
ensure fairness, minimize litigation, grow the economy, and ensure a level playing 
field. In my review of the legislation and in consultation with many persons whose 
judgment I trust and value, I find that H.R. 1956 accomplishes none of these goals.

• Does it ensure fairness? No.
• According to the Congressional Research Service, legislation such as H.R. 

1956 would lead to more ‘‘nowhere income,’’ that is corporate income that 
is beyond the tax jurisdiction of any state in our Nation. That’s hardly fair 
to the rest of the businesses that pay taxes on all their income!

• Does it minimize litigation? No.
• H.R. 1956 is anything but clear and simple. Any new set of rules is an invi-

tation to litigate, but this change would invalidate forty years of judicial 
interpretation of P.L. 86–272 for no good reason.

• Will it grow the economy? No.
• The economy suffers when businesses devote resources to reorganizing and 

restructuring to take advantage of tax laws instead of improving produc-
tivity. H.R. 1956 will also alter states’ economic development strategies as 
more and more businesses seek to minimize physical presence in taxing ju-
risdictions. Furthermore, since the taxes affected by this legislation account 
for only about 1 percent of the output of non-farm businesses, it is difficult 
to see how enactment of this bill would unleash a great wave of business 
investment.

• Will it ensure a level playing field? No.
• In my state of Kansas and in other states as well, smaller, more local firms 

will not have the opportunity to take advantage of the tax planning oppor-
tunities that larger, multistate firms would use under H.R. 1956.

• For example, every service a bank offers can now be conducted without a 
customer in a bank building. Out of state banks or internet banks with 
their larger economies of scale can free themselves of their fair share of 
taxes while smaller community banks see their customer bases dwindle. 
Mortgage banking over the internet is just one good example.

It is clear enough that H.R. 1956 will not accomplish what it sets out to do. What 
is even worse is the severe impact that it will have upon the States. Many of you 
on this subcommittee have served in state legislatures. Think about that experience 
as I present three points for your consideration. 

I. H.R. 1956 WILL FORCE OTHER STATE TAXES TO RISE TO REPLACE LOST STATE TAX 
REVENUES FROM H.R. 1956. 

Section 4 of H.R. 1956 greatly expands Public Law 86–272 which covers only cor-
porate income taxes, to add gross receipts taxes, business license taxes, business 
and occupation taxes, franchise taxes, single business taxes, capital stock taxes, as 
well as many others. In Kansas, H.R. 1956 will apply to our corporate income tax, 
corporate franchise tax, and bank privilege tax—a definite expansion of Public Law 
86–272. 

According to a study just released by the National Governors’ Association, H.R. 
1956 could strip states of $4.8 billion to $8.0 billion in much needed business activ-
ity tax revenues, depending on how widely it is used by businesses. Imagine what 
will happen to these states when an estimated $6.6 billion (the midpoint of the esti-
mated range) in state revenues vanishes. This represents an estimated 11.4 percent 
of business activity tax collections by states as companies restructure to take advan-
tage of the benefits authorized by H.R. 1956. 

Kansas alone could easily lose $25 million, or more, each year under H.R. 1956, 
which is a large loss in our small state. We are coming out of the recession slowly, 
and are under court order to increase funding for schools dramatically. The state 
cannot afford any narrowing of our tax base. These tax breaks for a select group 
of large companies would simply shift that tax burden back onto property taxes, 
sales taxes or income taxes paid by individuals and small businesses in our states. 
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The only other option for states would be a dramatic curtailment of essential state 
services, such as schools, health and safety programs, etc. 

II. H.R. 1956 IS INCONSISTENT WITH CURRENT FEDERAL POLICY BY
PROMOTING TAX SHELTERING. 

Congress and the Internal Revenue Service are currently challenging federal tax 
sheltering schemes. A report from Center for Budget and Policy Priorities said, ‘‘At 
a time when there is strong bipartisan support in Congress for shutting down tax 
shelters and closing loopholes that afflict the federal corporate income tax, it would 
be unfortunate and ironic if Congress enacted legislation like H.R. 1956 that would 
severely undermine the same—and equally critical—source of revenue for states.’’ 
(‘‘Federal ‘Business Activity Tax Nexus’ Legislation: Half of a Two-Pronged Strategy 
to Gut State Corporate Income Taxes,’’ Revised May 9, 2005) 

Professor John Swain writes in the William and Mary Law Review (Vol.45:319–
20, October 2003) that ‘‘the physical presence nexus test motivates taxpayers to 
avoid physical presence in some jurisdictions while shifting property and payroll to 
tax havens.’’ The Congressional Research Service reported that legislation such as 
H.R. 1956 would expand ‘‘the opportunities for tax planning and thus tax avoidance 
and possibly evasion.’’ (‘‘State Corporate Income Taxes: A Description and Analysis,’’ 
CRS, Updated March 9, 2005). 

‘‘Tax sheltering,’’ for state business activity tax purposes, means that income is not 
being fully reported to each state in a manner that ‘‘fairly represents’’ the business 
activity actually being conducted by the enterprise in each state in proportion to the 
property it uses, the people it employs or the sales it makes in each state. ‘‘Fairly 
represents’’ is a policy standard established in the Uniform Division of Income for 
Tax Purposes Act (UDITPA), as proposed by the American Bar Association. 

HOW DOES H.R 1956 ENCOURAGE TAX AVOIDANCE? 

Kansas uses a three factor formula of property, payroll and sales, and is a com-
bined reporting state with a ‘‘throwback’’ rule. (States with a single factor formula, 
sales, will have much heavier losses.) If this law were to pass this year, the imme-
diate impact on our state would be only $5–6 million, because companies would need 
to restructure to take full advantage of the tax avoidance opportunities which exist 
in the new law. But they will do this; why else would the proponents push so hard? 

In 1989 Kansas had 33,581 corporate tax payers. Fifteen years later that number 
had dropped to 23,160 as taxpayers took advantage over time of changes in tax law, 
abandoned the C Corporation and started utilizing LLC’s, LLP’s, and a variety of 
other structures. Similarly, corporate income tax receipts now account for a much 
smaller portion (2.5%) of total state taxes collected by the department and deposited 
in the state general fund than they did even a decade ago (8.4%). 

The point is that HR 1956 would stimulate another round of tax planning and 
tax avoidance, causing states’ revenue streams to erode further. 

The following 4 scenarios were developed by a team of Kansas auditors, attorneys 
and policy analysts who met recently to evaluate the fiscal impact of HR 1956. They 
looked at the manufacturing, retail and service sectors of the Kansas business tax 
base, analyzed the proposed legislation, and then figured out how certain businesses 
could lower their taxes using the ‘‘safe harbors’’ to allow businesses that already 
have physical nexus with Kansas to substantially reduce their tax liabilities.

Manufacturer scenario 
Company A makes tires in Kansas and sells them nationwide. In order to 

take advantage of H.R. 1956 safe harbors, company A breaks itself up into sev-
eral separate entities: company B owns/leases the plant facility and equipment 
in Kansas, company C, located out-of-state, owns/leases the materials used to 
make the tires, and company D employs the Kansas factory workers. All remain 
commonly owned. Under the safe harbor for manufacturing materials (up to the 
point those materials become the finished product/inventory), company C has no 
nexus with Kansas, and the value of the materials at the Kansas plant owned/
leased by company C would appear to be excluded from the numerator of the 
property factor, thus reducing the Kansas apportionment factor, and Kansas’ 
share of any taxable business income. 

This same scenario could apply as well to an aircraft manufacturer in Kansas. 
An affiliated out-of-state entity owns/leases the materials (up to the point they 
become the finished product) being manufactured into aircraft. Another entity 
owns/leases the Kansas manufacturing facility, and yet another employs the 
Kansas factory workers. The owner of the materials and unfinished produced 
items would appear to be shielded from nexus under an H.R. 1956 safe harbor.

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00027 Fmt 6633 Sfmt 6621 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640



24

Retailer scenario 
An out-of-state retailer of computers or other electronic devices markets its 

products to Kansas customers via the Internet. The sale of computers and elec-
tronic devices includes warranty contracts. The out-of-state retailer contracts 
with an independent contractor located in Kansas to provide the warranty serv-
ice to its Kansas customers. The independent contractor provides similar serv-
ices to other out-of-state retailers, all of which could be affiliates of one another. 
Under the independent contractor safe harbor in H.R. 1956, the out-of-state re-
tailer now has no nexus with Kansas.
Financial Services Scenario 

Kansas financial services company H breaks itself into companies I and J, 
which remain in Kansas, as well as broker K, which is located out-of-state. 
Broker K services the Kansas customers of companies I and J via Internet, mail 
or telephone. Income earned by broker K on sales of financial services to Kansas 
customers will no longer be taxable by Kansas.
Information/software Services Scenario 

A Kansas company providing information and software support services to 
businesses in Kansas and other states breaks itself into in-state information 
services company X, in-state software support services company Y, and an out-
of-state sales agency Z. Companies X and Y wholesale their services to agency 
Z, who in turn sells the services to businesses in Kansas, delivering the services 
via the Internet. Income earned by agency Z on sales of information and soft-
ware services provided to Kansas customers will not be taxable in Kansas.

Kansas currently derives 67% of its corporate income tax revenues from the top 
125 companies in tax liability. These companies have corporate income liability in 
excess of $300,000 each, and they are generally multi-state business entities. We 
can anticipate that some types of businesses will readily benefit more from the tax 
planning opportunities in H.R. 1956 than others. Brick and mortar retailers, large 
and small, will probably not be able to reduce their nexus exposure under H.R. 
1956. Manufacturers may already utilize substantial tax incentives that reduce or 
eliminate their business tax liabilities. Without those incentive programs, however, 
manufacturers would be strongly motivated to restructure under H.R. 1956. Out-of-
state Internet businesses, and service providers that can provide at least a portion 
of their services from remote locations (or restructure themselves to do so) will obvi-
ously be interested in taking advantage of H.R. 1956. These are not the only exam-
ples—but they reflect the tax system I know best, Kansas. 

Our research says this threat to our states’ tax bases is real—not some manipula-
tion of numbers for shock value in a public hearing. The NGA report says the tax 
loss is too large to ignore. These examples, from real companies, point out the un-
fairness of allowing this kind of preferential tax treatment for some businesses to 
occur, while the vast majority of retail or small businesses in your states will never 
gain this advantage. 

III. H.R. 1956 DOES GREAT DAMAGE TO OUR FEDERAL SYSTEM OF GOVERNMENT. 

H.R. 1956 runs roughshod over federalism, placing Congress in the position of im-
posing a smorgasbord of federally-mandated state tax exemptions that would pre-
empt hundreds of existing state and local laws and rules. For almost 230 years, 
while maintaining its jurisdiction over interstate commerce, Congress has consist-
ently respected the right of states to raise revenues. H.R. 1956 would overturn the 
current constitutional ‘‘doing business’’ standard for state business activity taxes. 

The ‘‘doing business’’ standard has been successfully defended in the courts of 
many states. In fact, the Supreme Court of the United States had denied certiorari 
in at least two instances where a state court has upheld the ‘‘doing business’’ stand-
ard. H.R. 1956 would have the effect of reversing these state court decisions. Such 
encroachment on state tax authority clearly violates the most basic principles of fed-
eralism upon which our Nation was built. 
Conclusion 

The economy of the 21st Century is electronic and borderless. Most businesses can 
operate anywhere and anytime without the encumbrance of physical presence. Tech-
nological developments have completely reshaped the manner in which business is 
conducted. Consequently, the business that utilizes modern technology to maximize 
a state’s market may have no less of a presence in the state than the business that 
establishes a physical presence. 

That is why the current standard of economic presence, taking into account prop-
erty, sales and payroll, is fair. As Professor Swain points out, ‘‘equity is enhanced 
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by economic nexus because economic nexus ensures that similarly situated tax-
payers are treated the same, both within each state and nationally.’’

H.R. 1956 takes 19th Century tax law and imposes it upon the 21st Century elec-
tronic, borderless economy. It replaces economic presence with ‘‘headquarters-only’’ 
taxation. It is a colonial concept of taxation wherein a company can receive the ben-
efits a state offers without making a fair payment. 

How does a multistate company with economic presence in a state receive benefits 
that state has to offer? It benefits from an enhanced market when a state’s resi-
dents are educated by a state educational system paid for by state revenues. It ben-
efits when it can adjudicate disputes in a state court system paid for by state reve-
nues. It benefits when its trucks travel on that state’s roads with that state’s law 
enforcement officers keeping the road safe to transport that company’s goods. 

There is no compelling need for federal preemption of state and local law by 
switching from a system that works to a system that does not work. The Multistate 
Tax Commission, and its participating states, are always at work promoting fairness 
and uniformity. As a report from the Andrew Young School of Policy Studies at 
Georgia State University recently concluded, ‘‘To the credit of member states united 
by the Compact, the MTC has faithfully pushed the need for uniformity and co-
operation against the competitive nature of states and the forceful challenge of cor-
porate taxpayers.’’ (Hildreth, Murray, and Sjoquist, ‘‘Cooperation or Competition: 
The Multistate Tax Commission and State Corporate Tax Uniformity,’’ August, 
2005). 

Mr. Chairman, Congressman Watt, Members of the Subcommittee, thank you for 
the opportunity to present this testimony. Please do not support H.R. 1956.

Mr. CHABOT. Thank you very much. 
Mr. Williams, you are our last witness here today. 

TESTIMONY OF LYNDON D. WILLIAMS, TAX COUNSEL, 
CITIGROUP CORP. 

Mr. WILLIAMS. Thank you, Mr. Chairman and Members of the 
Subcommittee. My name is Lyndon Williams. I am tax counsel for 
Citigroup. On behalf of Citigroup, I want to thank the Sub-
committee for holding this hearing today on H.R. 1956, the ‘‘Busi-
ness Activity Tax Simplification Act of 2005.’’ I appreciate the op-
portunity to testify in support of this legislation. 

Citigroup is one of the largest financial institutions in the world 
with 140,000 employees located in the United States and nearly 
300,000 employees worldwide. Citigroup provides a diverse range of 
products and services to consumers, including banking services, 
credit cards, loans and insurance. 

I am sure you are familiar with Citi Cards, for example. Citi 
Cards is one of the leading providers of credit cards in the United 
States with close to 80 million customers. Citigroup paid hundreds 
of millions of dollars in State business activity taxes annually in 
States where we have a physical presence and significant number 
of employees. 

Unfortunately, a number of other States believe that the physical 
presence standard should not apply to them. They are seeking to 
enforce an economic nexus regime that forces a national bank to 
pay tax in States where, for example, its credit card customers re-
side. The fact that 100 percent of the bank’s taxable income might 
be taxed in other jurisdictions where it is physically present would 
not matter. This is precisely the circumstance in which Citigroup’s 
credit card bank finds itself. 

Citigroup’s major credit card issuer is established in South Da-
kota, where it employs over 3,000 South Dakota residents. It occu-
pies buildings that exceed 425,000 square feet on 70 acres of land. 
Our employees benefit from the State school systems, the roads 
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and bridges, the fire and police services and other municipal serv-
ices. The company attributes all of its taxable income to South Da-
kota, but some States believe that the same income should also be 
taxed again where the bank’s credit card customers reside. 

Our customers reside in every State. Under the commerce clause, 
Congress must ensure the free flow of goods and services among 
the States. A State tax against a corporation operating through 
interstate commerce requires substantial nexus. 

The Supreme Court in Quill v. North Dakota, a case involving 
State sales and use tax collection responsibility, held a substantial 
nexus means that the out-of-State company must have physical 
presence in the taxing State. While many State courts agree with 
the Quill’s physical presence nexus standard—also applies to BAT, 
the business activity tax, some tax administrators and some State 
courts disagree. They argue that the Quill decision is limited to 
sales tax, meaning that a physical presence standard applies for 
sales tax and an economic presence standard would apply for in-
come tax. 

This construction of the commerce clause creates a hodgepodge 
of taxing standards leading to protracted litigation at significant 
cost to taxpayers and to State tax administrators. We believe H.R. 
1956 goes a long way toward resolving these problems. The bill 
codifies the physical presence standard. A State or locality may not 
impose business activity taxes unless the business has a physical 
presence in that jurisdiction. H.R. 1956 would also modernize Pub-
lic Law 86–272. 

The law prohibits States from imposing an income tax on out-of-
State sellers of tangible personal property if nexus arises solely 
from solicitation of customers’ orders for goods that are approved 
and shipped from points outside the State. The U.S. economy has 
undergone significant changes in 46 years since this law was en-
acted. H.R. 1956 extends the long-standing protections of Public 
Law 86–272 to all sales and transactions, not just sales of tangible 
personal property. 

In conclusion, H.R. 1956 would make clear, for example, that 
Citigroup’s credit card bank is taxable in South Dakota and in all 
or all other States in which the bank has a physical presence. This 
is a far more appropriate, equitable and predictable standard for 
our business and for State revenue authorities than the tug of war 
that exists today. 

We applaud Congressman Goodlatte and Boucher for their efforts 
and their perseverance in putting forward this legislation. We ask 
this Subcommittee to move this legislation forward as soon as pos-
sible so that the business community and tax administrators in the 
States have certainty and uniformity in the imposition and collec-
tion of business activity taxes. 

Thank you. 
[The prepared statement of Mr. Williams follows:]

PREPARED STATEMENT OF LYNDON WILLIAMS 

My name is Lyndon Williams and I am a tax counsel in the tax department of 
Citigroup, specializing in corporate tax issues, including state taxation issues. On 
behalf of Citigroup, I want to thank Chairman Cannon, Congressman Watt, and the 
other members of this subcommittee for holding this hearing today on H.R. 1956, 
the ‘‘Business Activity Tax Simplification Act of 2005 (BATSA).’’ I very much appre-
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ciate the opportunity to testify in support of this legislation and to discuss why the 
BATSA is so important to Citigroup and to the financial services industry in gen-
eral. 

Citigroup is one of the world’s largest financial institutions, with 140,000 employ-
ees located in the United States and nearly 300,000 employees worldwide providing 
services to more than 200 million customers in all fifty states and in over 100 coun-
tries. While Citigroup engages in a variety of financial service businesses and offers 
many products and services to its customers, my primary focus today is Citigroup’s 
consumer business. In the United States, Citigroup provides a diverse range of prod-
ucts and services to consumers, including banking services, credit cards, loans, and 
insurance. I’m sure you are familiar with Citi Cards, for example. Citi Cards is one 
of the leading providers of credit cards in the United States with close to 80 million 
customers and 119 million accounts. Consumers spend roughly $229 billion annually 
through our credit cards, which constitutes about 2 percent of the nation’s Gross Do-
mestic Product (GDP). 

Citigroup subsidiaries operating throughout the United States pay hundreds of 
millions of dollars in state business activity taxes, in addition to state premiums 
taxes paid by its insurance businesses, payroll taxes, real and tangible personal 
property taxes, sales and use taxes on the purchase of goods and services and other 
miscellaneous taxes. 

We believe we pay our fair share of state income taxes in those states where we 
have a significant number of employees and physical presence, and utilize the re-
sources provided by the states in which we have these attributes. Unfortunately, as 
explained in more detail below, a number of other states believe that the physical 
presence standard should not apply. Instead, they prefer to impose business activity 
tax on companies solely because businesses provide products and services to cus-
tomers in their states. This incongruity of taxing standards obviously causes a num-
ber of problems, including multiple taxation of the same income. Only Congress can 
act to provide a uniform standard that will clarify and simplify state business activ-
ity tax regimes for companies operating in interstate commerce. 

BACKGROUND 

The taxable income of a multi-state corporation is generally attributable to those 
states where the company has a physical presence, such as employees, an office, and 
other tangible property. Some states have asserted that, in addition, a multi-state 
corporation must pay taxes in those states where it does not have any physical pres-
ence because some of its customers might reside in their states. Economic presence 
generally refers to situations in which an out-of-state corporation does not own or 
lease real or tangible property, and does not have employees or facilities in the tax-
ing state, but engages in solicitation of customers within that state creating some 
minimum connection between the state and the taxpayer. 

For example, under an economic nexus regime, a national bank that issues credit 
cards to customers residing in states other than where the bank maintains offices, 
employees, or property would be forced to file tax returns and pay taxes in those 
states where it issues credit cards to customers, as well as where it has a physical 
presence. The fact that 100-percent of the bank’s taxable income might have been 
subject to taxation in the jurisdictions where it is physically located would not mat-
ter because the bank would be required to pay tax again on the same income in 
the states where its customers reside or move to, even though the bank has no phys-
ical presence in those states. 

This is precisely the circumstance in which Citigroup’s credit card bank finds 
itself. Citigroup’s major credit card issuer is incorporated in South Dakota. The com-
pany employs over 3,000 South Dakota residents, and is among the largest private 
employers in the state. It has resided in South Dakota for nearly 25 years. It occu-
pies buildings, including offices and a daycare center, that exceed 425,000 square 
feet on 70 acres of land. Citigroup is the single largest taxpayer to the state of 
South Dakota, and the employees in South Dakota benefit from the school systems, 
the roads and bridges, the fire and police services, and other substantial services, 
infrastructure, benefits, and protections of the state. The company apportions 100-
percent of its taxable income to South Dakota. In addition, some states assert that 
the same income is subject to tax in jurisdictions where the bank’s credit card cus-
tomers reside, and our credit card customers reside in every state in the nation. 

H.R. 1956 would make it clear that Citigroup’s credit card bank and similarly sit-
uated businesses are taxed where they have a physical presence. The substantial 
taxes paid by the bank to the jurisdictions where it is physically located is justified 
by the police and fire protection, the roads and bridges, the sewer and water sys-
tems, and other municipal services that the corporation and its employees enjoy. In 
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addition, the bill would provide predictability and certainty to the bank as to what 
its tax liabilities are and to which states those tax liabilities have been rightfully 
incurred. 

SUBSTANTIAL NEXUS: PHYSICAL PRESENCE VS. ECONOMIC PRESENCE 

Under the Commerce Clause of the constitution, Congress is vested with the re-
sponsibility to ensure the free flow of goods and services among the states. Thus, 
a state tax levied upon products and/or services conducted through interstate com-
merce meets constitutional muster only if an out-of-state corporation has ‘‘substan-
tial nexus’’ with the taxing state. There has been much dispute and litigation over 
what is meant by ‘‘substantial nexus.’’ The U.S. Supreme Court in Quill Corp. v. 
North Dakota, 504 U.S. 298 (1992), a case involving sales and use tax collection re-
sponsibility, held that ‘‘substantial nexus’’ means that the out-of-state company 
must have some physical presence in the taxing state for the tax collection responsi-
bility to be constitutionally valid. Many state courts have concluded that the phys-
ical presence nexus standard of Quill also applies to business activity taxes, finding 
no support in the Commerce Clause for different nexus standards depending on the 
type of tax involved. 

Yet, some state tax administrators and some state courts disagree. They have con-
strued the Quill decision to mean, in essence, that the constitutional standard for 
taxing an out-of-state corporation depends on the type of tax being imposed. They 
argue that the Quill decision is limited to sales tax. Interpreted in this manner, the 
constitutional standard is physical presence (i.e. in-state employees, an office, prop-
erty) if a sales tax is involved, and economic nexus (i.e. merely having in-sate cus-
tomers) if an income tax is involved. 

This construction of the Commerce Clause produces different results not only de-
pending on the type of tax involved but also the type of industry involved. This is 
because Public Law 86–272 prohibits states from imposing an income tax on the 
out-of-state seller of tangible property if nexus arises solely from the solicitation of 
customers’ orders for goods that are approved and shipped from points outside the 
state. Therefore, as a practical matter, the physical presence standard would control 
in the case of manufacturing. 

On the other hand, service and other significant non-manufacturing industries are 
not explicitly protected by Public Law 86–272, creating a disparity among industries 
operating in interstate commerce. 

This disparity in the taxation of activities conducted in interstate commerce may 
lead to protracted litigation at significant costs to taxpayers and state tax adminis-
trators. It has also lead to great uncertainty and unpredictability in the manner in 
which multi-state businesses are taxed and inconsistency with international stand-
ards applicable to many of these multi-national businesses. 

THE PROVISIONS OF H.R. 1956

We believe H.R. 1956 goes a long way towards solving these problems, which are 
becoming increasing vexing for companies and taxing authorities alike. 

Physical Presence Standard. H.R. 1956 codifies the physical presence standard by 
providing that a state or locality may not impose business activity taxes unless busi-
nesses have ‘‘physical presence’’ in the jurisdiction. The required physical presence 
is a bright line test that establishes tax jurisdiction where an out-of-state business 
has employees, property, or the use of third parties to perform certain activities 
within a taxing state for greater than 21 days during a taxable year. 

For instance, H.R. 1956 would permit a business to send employees into a state 
for 21-days in any year and not give rise to an obligation for that state’s income 
tax. H.R. 1956 thus would let employees perform transitory assignments and not 
trigger unintended tax obligations. Guidance on what activities a firm can conduct 
within a state that will not trigger that state’s taxing power will provide certainty 
to businesses and tax administrators and will reduce compliance and enforcement 
costs. 

H.R. 1956 attributes the physical presence of a person in the state to an out-of-
state business if that out-of-state business uses the services of the in-state person 
for more than 21 days to establish or maintain market in the state, unless the in-
state service provider performs functions for more than one business entity during 
the year. The ownership relationship between the out-of-state person and the in-
state person is irrelevant for purposes of this provision. The legislation recognizes 
that to the extent that a separate company is independently conducting business in 
a state for which it is compensated by an out-of-state entity, the economic income 
earned in the state will be subject to tax. 
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Modernization of Public Law 86–272. The U.S. economy has undergone significant 
changes in the 46 years since Public Law 86–272 was enacted. Many of the compa-
nies, products, and services that make the U.S. economy so vibrant today were not 
even imagined when this law was enacted. Thus, H.R. 1956 extends the long-
standing protections of Public Law 86–272 to all sales or transactions, not just to 
sales of tangible personal property. 

H.R. 1956 also modernizes Public Law 86–272 by addressing the efforts of some 
states to avoid the restrictions imposed by Congress in Public Law 86–272. Specifi-
cally, some states have established taxes on business activity that are measured by 
means other than the net income of the business. Two examples of these new state 
business activity taxes are the Michigan Single Business Tax, which imposes a tax 
on a company’s business activities in the state, not on net income, and the New Jer-
sey Corporation Business Tax, which was amended in 2002 to impose a gross prof-
its/gross receipts tax. In other words, New Jersey has effectively circumvented the 
Congressional policy underlying the enactment of Public Law 86–272 by imposing 
a non-income tax on businesses that could otherwise be protected by the Public Law. 
While other states may not enact such a targeted end-run around Public Law 86–
272, it is likely that states will increasingly turn to non-income based business ac-
tivity taxes. H.R. 1956 addresses this by ensuring that Public Law 86–272 covers 
all business activity taxes, not just net income taxes. 

RELATIONSHIP TO INTERNATIONAL TAXATION 

The United States and its tax treaty partners have, for decades, adopted and im-
plemented the physical presence standard for determining the tax jurisdiction of 
multinational corporations. This standard is embodied in the ‘‘permanent establish-
ment’’ concept, which is a long-standing principle of the U.S. tax treaty regime, and 
is part of the OECD model treaty. 

The ‘‘permanent establishment’’ rule provides that neither country that is a party 
to a bi-lateral tax treaty will impose an income tax on a business from the other 
country unless that business maintains a substantial physical presence in the tax-
ing country. Using the U.S. Model Treaty provisions as an example, a foreign busi-
ness must have a ‘‘fixed place of business [in the United States] through which the 
business of an enterprise is wholly or partly carried on’’ before the United States 
may impose a tax on that business. A fixed place of business includes a place of 
management, a branch, an office, a factory, a workshop, etc. In addition, a deemed 
permanent establishment may arise if an in-state agent (other than an agent of an 
independent status) is acting on behalf of an out of-state enterprise where the in-
state agent habitually exercises authority to conclude contracts that are binding on 
the out-of-state enterprise. The activities of an in-state independent agent acting in 
the ordinary course of its own business are not deemed a permanent establishment 
of the out-of-state enterprise. 

A physical presence standard places an appropriate limit on states gaining tax-
ation powers over out-of-state firms and conforms to common sense notions of fair 
play. It is significant that the OECD has recently studied the issue and concluded 
that the ‘‘permanent establishment’’ rule should remain the proper standard for 
international tax treaties even with the proliferation of electronic commerce. The 
policy reasons underlying such a conclusion are clear in maintaining the free flow 
of commerce among trading partners. 

CONCLUSION 

Congress has a responsibility under the Commerce Clause to provide a uniform 
standard under which multi-state companies are taxed by different states. H.R. 
1956 would codify the physical presence nexus standard. The bill would make it 
clear, for example, that Citigroup’s credit card bank is taxable in South Dakota and 
in any other state in which the bank establishes a physical presence. This is a far 
more appropriate, equitable, and predictable standard for our business and for state 
revenue authorities than the tug of war that exists today. 

H.R. 1956 describes minimum levels of activity that a business could conduct in 
a state and not trigger liability for tax in that state. Clear guidance on what activi-
ties a company can conduct within a state that will not trigger that state’s taxing 
power will provide certainty to businesses and tax administrators and will reduce 
compliance and enforcement costs. BATSA also would bring Public Law 86–272 up 
to date to reflect an economy that has changed dramatically since 1959, thus treat-
ing products and services offered by all businesses in a fair and equitable manner. 

Versions of H.R. 1956 have been introduced in the last several Congresses, and 
we applaud Congressmen Bob Goodlatte and Rick Boucher for their perseverance 
in this effort. In the meantime, a number of states have taken aggressive action to 
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tax companies like Citigroup based on the economic activities of its customers rather 
than the physical presence of its employees and its businesses, creating a hodge-
podge of taxing standards and an increased tax and compliance burden for compa-
nies that serve customers nationwide. We ask this subcommittee to move this legis-
lation forward as soon as possible so that we in the business community and tax 
administrators in the states have certainty and uniformity in the imposition and col-
lection of state business activity taxes.

Mr. CHABOT. Thank you very much, Mr. Williams. 
I would like to commend all four witnesses, actually, for coming 

in right on time at the 5 minutes. It is quite impressive. It takes 
hard work to get it down to 5 minutes. Some people ignore it. So 
I really want to commend you for doing that and for the excellent 
testimony you gave. 

Members of this panel will now have 5 minutes to ask questions, 
and I recognize myself for 5 minutes for this purpose. Let me start 
with you if I can, Mr. Horne. Is the current State taxation and tax-
ing situation such that many small businesses fear for the viability 
of their businesses. 

Mr. HORNE. I think the main problem today is that small busi-
nesses are unaware of the environment in which they operate. We 
are naive. We had no idea of this problem until we were trapped 
by New Jersey. But it is a very, very frightening environment once 
you are trapped. And I had one young woman victim from another 
State, actually, Mr. Goodlatte’s State. She tracked me down and 
called me. She was in tears, so desperate for help, to try to learn 
how to deal with this nightmare. So, I mean, I don’t know what 
else to say. 

Mr. CHABOT. Thank you. Let me turn to you, Representative 
Ehrhart, now. In your opinion, what do you think would happen if 
Congress does not act and does not enact H.R. 1956 or similar leg-
islation? Do you foresee a problem with States asserting greater 
taxation authority over companies with even less of a connection in 
a State than those that are taxed now? 

Mr. EHRHART. I think with a new economy certainly you will. 
Those who have the proclivity to seek out anything that moves, 
taxing whatever they may be able to get their hands on, or they 
will be taxing our memory very soon—not to be flippant, Mr. Chair-
man—but I think you are going to find just across the board, if 
Congress doesn’t act, you are going to find States getting more and 
more aggressive. You are going to have local municipalities and 
maybe county governments, who take this as almost carte blanche 
to begin to tax, based on whatever type of direct tax they can apply 
to an out-of-State, out-of-area business. 

With the new economy, we are just going to bring the bad old 
tax laws into the new economy. I just think that is bad policy. We 
in Georgia have tried to stay away from that. We stay with the 
basic nexus under Public Law 86–272. 

Mr. CHABOT. Thank you very much. Secretary Wagnon, let me 
ask you, if I can now, what is your response to stories from compa-
nies such as ProHelp Systems here, in 

Mr. Horne’s case, or Smithfield Foods, whose deliveries are being 
stopped at the roadside and whose businesses are being severely 
disrupted by States demanding payment for BATs? Shouldn’t there 
be a reasonable standard for such companies? 
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Ms. WAGNON. I guess my response is threefold—and I don’t wish 
to be flippant, but I would like Mr. Horne to come to Kansas. We 
don’t treat our small business people like that. He can certainly 
sell his goods and services there. We have an exclusion, a de mini-
mis standard in our franchise tax, so he would fall under that de 
minimis standard and wouldn’t even be taxed. 

I guess in a broader sense I spend a lot of time in the Kansas 
legislature working with NFIB, and I have not heard a single story 
similar to the one that I have heard from him in any other com-
plaints. They are far more concerned about property taxes and 
some other things like that. 

I guess finally, I would say, I think small business is really going 
to be the loser in all of this, if we allow the very large multistate 
corporations to develop a lot of nowhere income or to shift their in-
come in such ways that States are faced with this huge loss. You 
look at what NGA has proposed in their study and at $6.6 billion 
of State tax revenues that will be lost. 

Well, you all know that we are not going to cut $6.6 billion worth 
of services, and so that burden is going to fall back onto the tax-
payers that probably have fewer tax planning resources, sub-S cor-
porations, individual income tax, property tax, sales tax. So I think 
it is a very bad move to push that burden back onto the very peo-
ple that he is trying to help. 

Mr. CHABOT. Thank you. Mr. Williams, how would H.R. 1956, the 
bill that we are considering here, the Goodlatte bill, create tax cer-
tainty for businesses? 

Mr. WILLIAMS. Well, it creates tax certainty because it estab-
lishes one standard, one standard for businesses, whether small or 
large businesses, that operate in interstate commerce, and that 
standard would be physical presence. It would be a clear standard, 
and it would be a standard that is predictable and certainty would 
be clear from that standard. 

Mr. CHABOT. Thank you very much. I have only got 8 seconds 
left. So rather than ask another question, I will give back my time, 
and I will yield to the gentleman from Massachusetts, Mr. 
Delahunt, for 5 minutes. 

Mr. DELAHUNT. Yes. Thank you, Mr. Chairman. This is a thorny 
issue, as I said in the opening statement, I think there are argu-
ments to be made on each side. I think that the example put forth 
by Mr. Horne is—I thought you responded well to that. I would 
suggest that possibly this Congress could consider a small business 
exemption to deal with the problem presented by Mr. Horne, so 
that small businesses would be protected. 

At the same time, I have huge concerns about the revenue that 
is necessary for the local and State governments. Now, I am sure 
that there are some that don’t believe that local and State govern-
ments should even impose taxes, but I think we have seen, particu-
larly recently in the aftermath of the natural disasters that oc-
curred in the Gulf States, that it doesn’t work, it is unrealistic. 

And yet at the same time I think there’s a consensus that we are 
in a new economy, and we have to be creative, and we should do 
some thinking out of the box, so to speak. But what I find frus-
trating is that doesn’t appear to be happening. What we are hear-
ing now are the same arguments presented. Can anyone tell me 
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whether there is any discussion going on about presenting a con-
sensus to the Congress in terms of creating an articulable stand-
ard, other than physical presence, that would be satisfactory to the 
business community and at the same time satisfactory to the local 
and State jurisdictions that so badly need some revenue? 

Ms. WAGNON. I would be happy to take a shot at answering your 
question, sir, if that would be appropriate. 

Mr. DELAHUNT. Is there somewhere, some file that I can have 
some confidence in? 

Ms. WAGNON. A little bit. For the last 5 years the States have 
gotten together in a remarkable effort to try to organize the 
streamline sales tax. 

Mr. DELAHUNT. I am very familiar with it. 
Ms. WAGNON. I have been right in the middle of that, as many 

of us have. It has taken a huge amount of energy. But that kind 
of organization, where States come together, design a solution, in 
concert with business, is the appropriate way for that to happen. 
The Multistate Tax Commission, which has also been a partner in 
the streamline sales tax, has been working on a factor presence, 
nexus standard, for economic nexus, that would take into account 
the realities. It also has that $500,000 de minimis standard that 
you referred to, which totally solves Mr. Horne’s problems. 

I think if we leave this hearing and determine that streamline 
is now up and running, and this may be the next area where we 
turn our attention, that may be a good idea. 

Mr. DELAHUNT. I would really encourage that. Representative. 
Mr. EHRHART. Congressman Delahunt, one of the pieces being 

left out of that particular equation, and you certainly have taken 
into consideration in your remarks, is what do the people of this 
country think and what do they want for their new economy, be-
cause they are the participatory part of that. And every sampling 
of public opinion, especially with respect to SSTP, has been that 
they don’t want to move toward taxing that the way it was—the 
way other goods and services have been taxed. The people do feel 
like the tax bill burden on themselves and even on their businesses 
obviously is too large. We should move towards—and I think 1956 
does that with their de minimis standards. It really doesn’t get out-
side the nexus that we have. 

Mr. DELAHUNT. I hear what you’re saying, but let me just read 
the conclusion of the Congressional Research Service, which is a 
branch of the Library of Congress, in its analysis of H.R. 1956. 
‘‘The new regulations as proposed in H.R. 1956 would have exacer-
bated underlying inefficiencies because the threshold for busi-
nesses, the 21-day rule, higher than currently exists in most 
States, would increase opportunities for tax planning leading to 
more income. In addition, expanding the number of transactions 
that are covered by P.L. 86–272 also expands the opportunity for 
tax planning, and thus tax avoidance and possibly evasion.’’

I know there’s no easy answer here, but this is a nonpartisan, 
independent agency. 

I see the red light is on. 
Mr. CHABOT. The gentleman’s time has expired. If you’d like to 

respond briefly. 
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Mr. EHRHART. Just very quickly. I also read that particular re-
port, and the part that was relevant to me was that it says, as a 
result, BATs actually provides States with more opportunity to tax 
interstate commerce than would be available under the ALEC ma-
jority report recommendation. So it seems to take both sides of the 
issue even there, which is generally the case in many of these 
things. 

Mr. CHABOT. The gentleman’s time has expired. 
The gentleman from North Carolina Mr. Coble is recognized. 
Mr. COBLE. Thank you, Mr. Chairman. 
Mr. Chairman, as you accurately pointed out, we have a distin-

guished panel, and I thank you all for being here, as the Chairman 
indicated. 

Ms. Wagnon, when I indicated at the outset that tax collectors 
grab every thin dime that’s not nailed down, I didn’t mean that 
against you personally. I was acknowledging the fact that county 
and tax collectors have a job to do, and they should lawfully grab 
every thin dime that’s not nailed down. But I am confident, folks, 
that there are some taxing authorities or jurisdictions that have 
unfairly and/or overly aggressively sought payment of business ac-
tivity taxes without basis. Do you all agree with that generally. 

Mr. HORNE. I certainly do. 
Mr. COBLE. Having said that, if we don’t pass or enact 1956, Sec-

retary Wagnon, how would you address that problem of over-
aggressiveness or unfair solicitation? 

Ms. WAGNON. Well, I didn’t respond to your question about did 
I agree with you because I’m not so knowledgeable about every 
State. I’m not aware that States are exceeding laws that are legiti-
mately passed by their own State legislatures. I think tax depart-
ments do collect that which is due and owing because that’s their 
job, but they collect them under laws that the legislature has al-
lowed them to do. And so the question then becomes are some 
States’ laws more aggressive than others. What the Multistate Tax 
Commission is trying to do is to get to that standard of uniform 
laws that we can recommend for all States that balances that fair-
ness. 

Mr. COBLE. My time is running. I drew my conclusion based 
upon the testimony that we heard here this afternoon regarding 
the overaggressiveness. 

Let me talk to my friend from Georgia. 
Ms. WAGNON. Certainly. 
Mr. COBLE. I assume, Mr. Ehrhart, that you would agree that—

well, strike that. I shouldn’t insert words into your mouth. Do you 
agree that in some cases challenging assessments through State 
courts is unfair to out-of-State businesses? 

Mr. EHRHART. Certainly it is, because especially under the com-
merce clause, and then you go back to Quill, our previous prece-
dent, you have the situation where business is at least entitled to 
the same treatment in every court in every State. You can’t set up 
a different standard in each State. That would be completely un-
just. 

Mr. COBLE. I’m inclined to agree with that, too. But let me ask 
you this, Mr. Ehrhart, any of you, would you all support making 
Federal courts available to hear State assessment cases? That may 
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be a slippery slope that we may be approaching. I’m not suggesting 
that I endorse that, but I’d be glad to hear what you all think to 
that. 

Ms. WAGNON. No. 
Mr. COBLE. Mr. Williams. 
I didn’t mean to cut you off, Mr. Ehrhart. 
Mr. EHRHART. I was going to state I thought Quill was very elo-

quent with respect to the physical presence standard. I think that’s 
applicable here and in SSTP. 

Mr. COBLE. Mr. Williams. 
Mr. WILLIAMS. This is an issue involving in the Constitution, and 

clearly the availability of the judiciary is very important at all lev-
els, and if Federal courts were available, I believe that that would 
be another avenue for businesses to have redress to these issues 
that are very important to the U.S. Economy as well as to busi-
nesses navigating in interstate commerce. 

Mr. COBLE. Mr. Horne. 
Mr. HORNE. I would certainly like to be able to deal with New 

Jersey with a South Carolina lawyer in South Carolina in Federal 
court as opposed to a New Jersey lawyer in a New Jersey court. 

Mr. COBLE. Ms. Secretary, you want to be heard as well? 
Ms. WAGNON. If I might expand upon my answer. These cases 

and the misunderstanding that exists about what Quill did or did 
not say about substantial nexus are making their way through the 
court systems right now. The Lanco case is on appeal; the ANF 
case is being appealed to the United States Supreme Court. To by-
pass a State court on a issue of State law, I believe, is a constitu-
tional problem. 

Mr. COBLE. Mr. Chairman, knowing of your affinity for beating 
the red light, I yield back my time. 

Mr. CHABOT. I appreciate the gentleman yielding back. 
The gentleman from Arizona Mr. Franks is recognized for 5 min-

utes. 
Mr. FRANKS. Thank you, Mr. Chairman. 
I understand I have a little different type of microphone up here. 

So everyone can hear me? 
I know, Mr. Horne, that a lot of times these kinds of concerns 

from Congress come only after a great deal has already happened 
at the State level, but there’s been just a trend in the testimony 
with most of the members of the panel today that it seems that the 
States are becoming more aggressive in asserting the authority to 
impose business activity taxes. Do you agree with that statement? 
Is it a recent phenomenon; is it something you see as an escalating 
issue? 

Mr. HORNE. I think it’s a growing phenomenon, and I’ve got some 
examples if you’d like me to cite them for you. 

Mr. FRANKS. Do you think it’s something becoming pervasive, 
and they see this as a new idea, and they think this is a way 
to——

Mr. HORNE. Absolutely, absolutely. 
Mr. FRANKS. Mr. Ehrhart, probably the most compelling part of 

Ms. Wagnon’s testimony to me was the assertion that there was a 
10th amendment or States rights issue here, or constitutional 
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issue. Can you tell me if you think that 1956 infringes on State 
sovereignty? 

Mr. EHRHART. I think it’s exactly the opposite. I think it protects 
the federalist principles, and ALEC, being a federalist-based orga-
nization, it stands the world on the head. Obviously there’s always 
been a tension between the commerce clause and the basic 10th 
amendment provisions, but the practical realities of that have with-
stood the test of time with precedent after precedent being set in 
statute and in Supreme Court precedent with respect to—you can’t 
have an impractical—every State taxation that’s different for every 
company. I mean, it would become an amazing hodgepodge of every 
jurisdiction. You could not spend enough money as a small busi-
ness to begin to understand the tax policy in all 50 States and 
every county in every State, and that’s the practical reality. How 
are you going to get to that point? It’s like the only intangible tax 
we used to have in Georgia, took 8 years to get rid of it. It’s one 
of those taxes that costs more to administer than it brought in. 

This is the same kind of thing. It’s going to take States huge 
amounts of legal time and effort to track this down. It’s going to 
be more expensive to administer than it is to—actually how much 
money they bring in. So I don’t think there’s any tension at all; I 
think this is the federalist position, one we take. 

Mr. FRANKS. Ms. Wagnon, I have to be fair and give you a chance 
at that. Let me ask you if I could ask you to also include in your 
answer, Mr. Ehrhart testified that 1956 will foster economic growth 
and job creation in the States because businesses will have a little 
better idea of what their capital risks are or their capital associ-
ated with taxation is. And I know that in Arizona that is true. We 
have taken into consideration every way that we can the impact of 
our tax code upon businesses coming into Arizona in just about any 
form. It has resulted in a broadening of the tax base and an in-
crease in the revenues. And so I guess I throw a couple of those 
things related to the sovereignty and economic growth that this 
may create in the States. 

Ms. WAGNON. I’m joined in my opinion that this is a threat to 
State sovereignty by the National Governors Association and the 
National Conference of State Legislatures, Federation of Tax Ad-
ministrators, and the Multistate Tax Commission. So I’m not alone 
in that opinion. And we do believe that Congress has done a good 
job of staying out of the States’ business while protecting interstate 
commerce. 

With respect to economic development, we sit in our legislature, 
and I know other States as well sit in their legislatures, every day 
in session and try to figure out ways to remain competitive as we 
compete with each other for the best companies and for the best 
way to do business. States are far more in danger these days of giv-
ing away too much of their tax base in order to be competitive than 
to be out being a threat to business, looking for ways just to raise 
their taxes. And so I think we need to be careful in this debate not 
to characterize States as the villain or business as the villain. I 
think we need to just recognize that the changing in economy is 
looking for balance, and this bill does not provide that balance. 

Mr. FRANKS. Mr. Williams, I think I may have one more question 
here in my time. The physical presence nexus, do you believe that 
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that is the appropriate standard for business activity taxes, and 
tell me why, what is your rationale for that, and just give us a lit-
tle insight on what other possible criteria there might be. 

Mr. WILLIAMS. Thank you, Congressman. 
Yes, I do, I believe the physical presence standard is the proper 

standard that should apply. Most of the arguments that have been 
made, including the revenue projections that have been made, 
labor under an assumption of what’s called tax sheltering, which 
we’ve heard here. But States do have tools, they do have an arsenal 
of tools that’s within State laws and that can be created within 
State laws to address those issues. And we haven’t heard an argu-
ment as to why those State laws are not sufficient to address the 
concerns that have been raised in opposition to this bill, but I must 
say that the issue of whether or not a business is able to conduct 
activities in interstate commerce is a unique issue that Congress 
must focus upon, because States do have individual competing in-
terests in terms of their own budget and revenue concerns. And we 
believe that the physical presence standard provides certainty, pre-
dictability, and allows all business to pay taxes where they are lo-
cated and where they receive benefits and protection. 

Mr. FRANKS. Well said. 
I yield back. 
Mr. CHABOT. Thank you. The gentleman’s time has expired. 
The gentleman from Maryland Mr. Van Hollen is recognized for 

5 minutes. 
Mr. VAN HOLLEN. Thank you, Mr. Chairman. I thank the wit-

nesses. I apologize for being late. I didn’t have an opportunity to 
hear your testimony. I’ve been trying to look through it and listen 
carefully to the questions. 

Just with respect to whether or not States are being more ag-
gressive in terms of trying to collect these taxes, I think it’s impor-
tant that we probably try and get CRS or somebody to take a look 
at that. As I understand what CRS has written, at least in the ma-
terials we’ve got, is that State tax collections from corporate in-
comes taxes have decreased recently. Now, that can be a combina-
tion of factors, people can lower tax rates, but it doesn’t appear 
anyway that they’re making up in a big way by being overly ag-
gressive, at least on a uniform basis. Obviously you can look at in-
dividual States. 

Let me just make sure, I want to understand Representative 
Ehrhart. Now you’re here testifying on behalf of yourself as a rep-
resentative of the Georgia State Legislature. 

Mr. EHRHART. On behalf of 2,400 members of the ALEC organi-
zation, a bipartisan group of legislators, as chairman of the organi-
zation, and as I myself. 

Mr. VAN HOLLEN. Has the Georgia State Legislature, the house 
or State senate taken a position on this legislation? 

Mr. EHRHART. Not specifically to the legislation, but what we do 
is we stick with Public Law 86–272. I spoke with our revenue com-
missioner and his staff before I came up here, and we create the 
nexus and standards, and it’s basically physical presence that was 
done under the congressional act in 1959. 
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Mr. VAN HOLLEN. Has the State of Georgia, the legislature in 
Georgia as it’s represented through NCSL, has the State legisla-
ture voiced an opinion? 

Mr. EHRHART. Not on the NCSL provisions. Most of the members 
in Georgia belong to both organizations, as a matter of fact. 

Mr. VAN HOLLEN. But NCSL, you’re aware, is opposed to this 
legislation. 

Mr. EHRHART. We tend to generally take different positions on 
tax policy. 

Mr. VAN HOLLEN. As well with the National Governors Associa-
tion? 

Mr. EHRHART. We’re generally more in line with them. In this in-
stance they are. 

Mr. VAN HOLLEN. In this case you’re on the opposite side. 
I guess we’ve talked about the 10th amendment issue, and obvi-

ously there are differences of opinion, but it seems to me that those 
two organizations, NGA and NCSL, are certainly as protective of 
States rights, especially when it comes to these areas, as other or-
ganizations. You don’t think that they’re a good custodian of State 
rights? 

Mr. EHRHART. No, I would not, not on 10th amendment issues, 
no, sir. 

Mr. VAN HOLLEN. Is it your testimony that—let me ask you this: 
Taking the State of Georgia, is this going to lead to a net increase 
or decrease, or will it be neutral because of the way you currently 
collect? 

Mr. EHRHART. I would expect it would be a net increase for the 
State of Georgia if 1956 passes because of the economic develop-
ment side. Businesses will have some certainty, and that is that 
type of economic theory that if you make it attractive for business 
to do business, they will create more revenue and more productive 
capacity. 

Mr. VAN HOLLEN. Are their any analyses that have been done in 
the State of Georgia as to whether this would be a net gain or loss 
for the State of Georgia? 

Mr. EHRHART. Not at this time. 
Mr. VAN HOLLEN. So you’re speculating then based on the per-

ceived business development. I just want to understand what the 
basis of the answer is. 

Mr. EHRHART. Based on the philosophical premise of the ALEC 
organization. 

Mr. VAN HOLLEN. Let me ask you, Ms. Wagnon, what was the 
number you gave for what—your projected net loss? 

Ms. WAGNON. In Kansas, 25 million. 
Mr. VAN HOLLEN. Do you have a figure, an estimate from NCSL 

or elsewhere, as to what the aggregate loss in State revenue would 
be? 

Ms. WAGNON. For all the States, $6.6 billion. 
Mr. VAN HOLLEN. $6.6 billion. 
I understand, Mr. Ehrhart, you believe it’s just the opposite; that 

because of the economic development potential, you’re actually 
going to gain revenues. 

Mr. EHRHART. There are two sides. They’re still at war. 
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Mr. VAN HOLLEN. Let me just say in closing, this obviously, as 
has been said, it’s an issue where I think that we should be able 
to come up with a reasonable approach and a bipartisan approach 
on this issue. Obviously you want some predictability if you’re a 
business as to whether or not if you engage in certain kinds of eco-
nomic transactions with the State, whether you’re going to be sub-
ject to their corporate income tax. On the other hand, clearly it 
seems to me there are some, clearly many, cases where people are 
clearly engaged in enterprises and business within a State even 
though they’re not physically present in a State, and seems to me 
that too narrow a test doesn’t allow that State to recoup what I 
think would be its share of various costs from businesses doing 
transactions in the State. So I just associate my remarks with Con-
gressman Delahunt and some of the points he made. I think that 
there is room, and the Chairman and others, that we can work 
something out. Thank you very much. 

Mr. CHABOT. Thank you. The gentleman’s time is expired. 
We’re going to go to a second round, but the Members have 

agreed we’re going to reduce our 5 minutes down to 3 just for a 
little wrap-up here, and I’ll yield myself 3 minutes at this time. 

Mr. Horne, let me go to you first, if I can. Getting back to your 
specific case, could you tell us again what was the tax that was 
being imposed upon you; and secondly, what are the expenses that 
you have incurred thus far as a result of New Jersey’s attempt to 
get this tax from you? 

Mr. HORNE. If I understand your question correctly, the tax New 
Jersey was applying to us was a business activity tax in the form 
of a minimum tax. New Jersey has a minimum tax of $500. In our 
case, if you use the calculated tax with New Jersey rates, in our 
best year, if I recall correctly, our tax was, I think, $0.83. That 
quickly escalates to $500, plus the requirement to register our com-
pany in the State; therefore, it’s basically $600 per year in order 
to sell anything in that State. That’s the way their income tax form 
reads. 

Mr. CHABOT. How much have you spent thus far as a result of, 
approximately, trying to battle this thing? 

Mr. HORNE. In terms of legal fees, I think we’re somewhere in 
the area of $3-, $4-, $5,000. I don’t recall the exact number. We’ve 
tried to keep the fees down as much as we can. Our attorney did 
give us a favorable rate. But far more important than the legal fees 
was the impact on our business. It took us, my wife and myself, 
approximately 100 hours of our time to come up with the fact that 
we’d only sold seven licenses in the State of New Jersey. As a small 
business we do not keep records by State. We had no choice other 
than to go through individual pieces of paper for the last 7 years 
in order to identify the fact that we’d only sold seven licenses, con-
sisting of a total—with associated services, I think the number was 
$6,133 over a 6-year period, and 3 of those years the numbers were 
zero. In one it was $49. It took us about 100 hours of time to come 
up with those numbers. 

Mr. CHABOT. Thank you. 
Rather than ask another question, my time is ready to expire, so 

I’ll yield back. 
The gentleman from Massachusetts is recognized for 3 minutes. 

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00042 Fmt 6633 Sfmt 6601 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640



39

Mr. DELAHUNT. I want to just make a comment. I agree with 
you, Madam Secretary, and I disagree with you, Representative. I 
think the States can really sit down and hammer out a simplified, 
coherent system that addresses this problem. I think they’ve al-
ready done that dealing with the SSTP. And I would encourage you 
to do it. 

I said this at the last hearing: This is going nowhere, okay? Some 
might believe that it’s going somewhere, but it will not pass, and 
I think it’s important that we all work together to make it happen. 

The case presented by Mr. Horne, I think, is an egregious exam-
ple. We support you, Mr. Horne, and it’s got to be addressed. At 
the same time, economic activity should be implicated into a fair 
and equitable formula. 

Mr. Williams, which of those States that you alluded to that 
don’t embrace the physical nexus standard—give me two or three 
quickly. 

Mr. WILLIAMS. Sure. Tennessee, Massachusetts, and Indiana. 
Mr. DELAHUNT. Let’s take Massachusetts, for example. What is 

the revenue that is generated by Citibank in South Dakota? 
Mr. WILLIAMS. Well——
Mr. DELAHUNT. If you know. 
Mr. WILLIAMS. I don’t know what the actual revenues that are 

generated by Citibank in South Dakota. 
Mr. DELAHUNT. Do you know what they are in Massachusetts? 
Mr. WILLIAMS. I don’t have the actual numbers with me. 
Mr. DELAHUNT. Would you agree with me that the business ac-

tivity, economic activity, the profits to the bottom line generated in 
Massachusetts are substantially greater than those generated in 
South Dakota? 

Mr. WILLIAMS. I’m not an economist, but I could not——
Mr. DELAHUNT. How many people live in South Dakota? Do you 

know? 
Mr. WILLIAMS. I understand your question, but I want to make 

sure you understand this also, that——
Mr. DELAHUNT. I want you to answer my question. That’s the 

game that we play here. 
Mr. WILLIAMS. Sure. 
Mr. DELAHUNT. You can answer my question. 
Mr. WILLIAMS. I don’t know how many people live in Massachu-

setts, nor do I know——
Mr. DELAHUNT. Six million. I know that there aren’t 6 million 

people in South Dakota. I daresay that there is significantly more 
economic activity and profit resulting from—resulting to Citigroup 
as a result of economic activity in Massachusetts. 

What I’m suggesting to you—and I understand you represent a 
corporation, and your responsibility is to make as much profit as 
possible. And that’s good; that’s our system. But those of us that 
are here as policymakers and you’re asking us to do something 
have a much more expansive, broad responsibility in terms of pub-
lic policy. Taxation is about public policy, and what we want to do 
is work on—work together to see whether we can achieve a fair 
and equitable solution so that no State is disadvantaged and that 
no business is disadvantaged. 

Mr. CHABOT. The gentleman’s time has expired. 

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00043 Fmt 6633 Sfmt 6601 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640



40

The gentleman from Arizona is recognized for 3 minutes. 
Mr. FRANKS. Mr. Chairman, thank you. 
It occurs to me that we wouldn’t be having this debate if it 

weren’t for the fact that this is interstate commerce. I mean, there 
has to be, and that should be considered very strongly on any sov-
ereignty argument, and it also occurs to me that the States will be 
the first ones to be grateful for the clarity that this represents, be-
cause I think it will end up being something that will foster the 
economic growth in those States and ultimately affect their bottom 
line revenue in a favorable way. That’s a perspective that I have 
on that. 

But, given that, Mr. Williams, why should the Public Law 86–
272 be modernized. There’s a reason; you understand I’m asking 
you this for a reason. It seems that New Jersey especially has kind 
of undermined the will of Congress in that legislation, pretty clear-
ly, and how would 1956 solve this circumventing of that public 
law? Can you give us a little insight on that? 

Mr. WILLIAMS. Well, the way that New Jersey actually changed 
their law—the 86–272 was intended to address business activity 
taxes. The statute, I believe, says net income taxes. So what has 
happened is that States like New Jersey have changed the tax to 
something that is not called a net income tax, another base, and 
on that basis assert that Public Law 86–272 would not apply just 
by changing the type of tax that’s being assessed. 

We believe that the modernization of Public Law 86–272 would, 
first of all, address that issue. It would make sure that all taxes 
related to business activity regardless of how they are called would 
be within the scope of Public Law 86–272. In addition to that, we 
would not have conflicting standards for one type of industry 
versus another, where for manufacturers you have one type of—you 
have Public Law 86–272; a nonmanufacturing industry, which is a 
significant portion of the U.S. Economy, are not protected by this 
statute. We believe the modernization would allow for a level play-
ing field and would allow businesses to conduct interstate com-
merce in a smooth and efficient way. 

Mr. FRANKS. Thank you, Mr. Williams. 
Mr. Chairman, I guess I would just suggest here in closing that 

our economy doesn’t work just on competition, it works on a frame-
work of trust and a framework of predictability among business 
leaders and those that are involved in business. And for us to be 
able to present that clear framework for them is, in my judgment, 
going to be a positive thing for the economy across the board and 
certainly will ultimately, as I say, favor the States in their revenue 
collection because it would broaden the base we collect. Sometimes 
we forget it’s all about productivity, and we get so caught up in 
some of the nomenclature, that productivity is the bottom line, and 
I think this is the primary reason for such a bill. 

Mr. CHABOT. The gentleman’s time has expired. 
Before we recognize the gentleman from Maryland, I’d ask unani-

mous consent to enter into the record some documents submitted 
by the gentleman from Massachusetts and the accompanying docu-
ments. Without objection, so ordered. 

[The information referred to can be found in the Appendix.] 
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Mr. CHABOT. The gentleman from Maryland Mr. Van Hollen is 
recognized for 3 minutes. 

Mr. VAN HOLLEN. Thank you, Mr. Chairman. I’m not going to 
take up all of that time, but since I last asked the question, Mr. 
Ehrhart, I came across some documentation that says that the 
Georgia Department of Revenue recently reported the passage of 
this bill would reduce State revenue by $30.9 million. Are you fa-
miliar with that State Department of Georgia Revenue estimate? 

Mr. EHRHART. I’m not familiar with that, no, sir. 
Mr. VAN HOLLEN. I think as we discuss this and the impact of 

this legislation, it’s important to have facts and analyses and the 
basis for analyses and the basis for economic projections. We’ve got 
a swing here from a $6 billion loss to the States, and apparently, 
according to the Georgia Department of Revenue, including a $30.9 
million loss to the Georgia, to a projection really, as far as I under-
stand, based on an assumption that it’s going to be a net revenue 
producer. 

What would be very helpful if we really are going to go down this 
road is to get the economic analyses that shows exactly how, if your 
contention is this is going to add revenue to States, just to show 
how you get there and come up with a number that you project 
based on that analysis. Apparently I think that the States, the in-
dividual States—and I know NCSL and NGA have done a number 
of analyses, and they base it on certain assumptions, and we’ll 
have to take a look at the reasonableness of those assumptions, but 
at least they have an analysis. 

So I would welcome you to present this Committee a hard anal-
ysis of how it is that you think this change in law will increase rev-
enue and exactly what you project it to be. 

Mr. EHRHART. I’ll be more than happy to do that. 
Also, with respect to the Department of Revenue and their as-

sumptions, as Mr. Delahunt did point out, we are the policymakers 
in our respective areas, and fortunately so, because generally the 
assumptions of State agencies don’t always pan out. 

I’m looking forward to being able to provide you with those cost-
benefit analyses because those assumptions, I would be more than 
willing to stipulate, are based on one side of the equation and don’t 
take into account the others. But I’m looking forward to presenting 
you with the other side and the overall balance. 

Mr. VAN HOLLEN. I would like that because my experience—I 
was in the State Legislature of Maryland for 12 years, and we had 
a Department of Physical Services, actually did a very good job, 
and whose analyses were always closer to the mark with respect 
to the physical impact of legislation than the individual legislators, 
on both sides of the aisle, because they were drawn from a profes-
sional cadre of people who tried to look at the facts rather than just 
the ideology, again on both sides of the aisle. So I would welcome 
an analysis that shows that. 

Thank you, Mr. Chairman. 
Mr. CHABOT. Gentleman yield back? The gentleman’s time has 

expired. 
I want to thank the panel for their excellent testimony here this 

afternoon. Each and every one, I think, has done a very good job. 
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If there’s no further matters coming before this Committee, we’re 
adjourned. Thank you. 

[Whereupon, at 2:30 p.m., the Subcommittee was adjourned.] 
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RESPONSE TO POST-HEARING QUESTIONS FROM CAREY J. ‘‘BO’’ HORNE, PRESIDENT, 
PROHELP SYSTEMS, INC.
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SUPPORTING COMMENTS FOR H.R. 1956, THE ‘‘BUSINESS ACTIVITY TAX SIMPLIFICA-
TION ACT OF 2005,’’ FROM CAREY J. ‘‘BO’’ HORNE, PRESIDENT, PROHELP SYSTEMS, 
INC.
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RESPONSE TO POST-HEARING QUESTIONS FROM LYNDON D. WILLIAMS, TAX COUNSEL, 
CITIGROUP CORP.

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00054 Fmt 6601 Sfmt 6621 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640 LD
W

00
01

.e
ps



51

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00055 Fmt 6601 Sfmt 6621 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640 LD
W

00
02

.e
ps



52

PREPARED STATEMENT OF THE AMERICAN BANKERS ASSOCIATION 

The American Bankers Association (ABA) appreciates the opportunity to comment 
to the House Judiciary Subcommittee on Commercial and Administrative Law on 
H.R. 1956, the Business Activity Simplification Act, which ABA strongly supports. 

ABA, on behalf of the more than two million men and women who work in the 
nation’s banks, brings together all categories of banking institutions to best rep-
resent the interests of this rapidly changing industry. Its membership—which in-
cludes community, regional and money center banks and holding companies, as well 
as savings associations, trust companies and savings banks—makes ABA the largest 
banking trade association in the country. 

H.R. 1956 would apply a uniform standard to an emerging multiplicity of state 
taxation laws affecting businesses that offer services or products in more than one 
state. An increasing number of states have passed or are considering passing legis-
lation lowering the threshold of what constitutes a ‘‘substantial nexus’’ of business 
activity. Each state defines and applies their own nexus to determine when a busi-
ness operating from another state is required to pay income tax in their state. Some 
state legislatures have concluded that just one customer residing in their state 
should count as a sufficient nexus for them to apply business income tax to a busi-
ness operating from another state. 

H.R. 1956 would codify in federal law that an actual physical presence in a state 
is required to create a substantial nexus. H.R. 1956 also includes a bright-line test 
that would establish a minimal amount of activity a business must perform in a 
state before it is subject to income taxes and additional paperwork. 

Clearly, additional taxes cost businesses revenue they could otherwise invest in 
employees, innovation, or to better serve their customers. However, inconsistent 
standards adopted by multiple states compound the problem by creating business 
uncertainty, increasing litigation costs, and driving up compliance costs. HR 1956 
would reduce these compliance and legal costs, and provide the certainty that the 
financial services industry needs to operate efficiently. It is also important to note 
that many smaller companies, such as community banks, do not possess the sub-
stantial resources required to comply with a proliferation of disparate state tax laws 
and as a result suffer disproportionately. There are more than 3,200 banks and 
thrifts with fewer than 25 employees; nearly 1,000 banks and thrifts have fewer 
than 10 employees. Many of these community banks operate near state borders and 
serve customers from more than one state. 

Without business certainty, financial service providers are forced to offer fewer 
products at higher costs. Financial service providers might also cease doing business 
in those states where additional tax burdens exist. Therefore, states that aggres-
sively tax out-of-state businesses could have the effect of reducing choices available 
to consumers in those states. Reduced competition would restrict consumer access 
to credit and increase credit costs in those states, which could have even broader 
negative effects on individual state’s economies and, possibly, the economy of a larg-
er region. 

For example, almost all large consumer purchases (e.g., cars, homes, boats, etc.) 
are accomplished through the use of loans. A growing number of everyday purchases 
are performed with credit cards. Many of these services are offered by banks located 
outside of one’s home state or by banks located in multiple states. Healthy national 
competition for customers ensures that customers receive the highest quality prod-
ucts at the best prices. But when banks or credit card companies discontinue or re-
strict their services to a particular state, local consumers and citizens have fewer 
options for obtaining credit and less access to innovative products. This depresses 
economic growth and ultimately hurts the state tax receipts of business actually lo-
cated within the affected jurisdiction. 

ABA is grateful to Congressman Goodelatte and Congressman Boucher for re-in-
troducing the Business Activity Simplification Act in the 109th Congress and Chair-
man Cannon for holding a hearing on this important legislation. We look forward 
to working with the Committee on this important legislation.
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PREPARED STATEMENTS OF MICHAEL MAZEROV, SENIOR FELLOW, ON BEHALF OF THE 
CENTER ON BUDGET AND POLICY PRIORITIES
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LETTER TO THE HONORABLE CHRIS CANNON FROM ARTHUR R. ROSEN, COUNSEL, 
COALITION FOR RATIONAL AND FAIR TAXATION
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PREPARED STATEMENT OF THE COUNCIL ON STATE TAXATION (COST)
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CRS REPORT ENTITLED ‘‘STATE CORPORATE INCOME TAXES: A DESCRIPTION AND 
ANALYSIS,’’ UPDATED MAY 11, 2005, STEVEN MAGUIRE, ANALYST IN PUBLIC FI-
NANCE, GOVERNMENT AND FINANCE DIVISION, SUBMITTED BY THE HONORABLE WIL-
LIAM D. DELAHUNT
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LETTER TO THE HONORABLE CHRIS CANNON FROM STEVE BARTLETT, PRESIDENT AND 
CEO, THE FINANCIAL SERVICES ROUNDTABLE: INDUSTRY COALITION
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LETTER TO THE HONORABLE F. JAMES SENSENBRENNER, JR.,
FROM AN INDUSTRY COALITION

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00148 Fmt 6601 Sfmt 6621 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640 C
L0

00
1.

ep
s



145

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00149 Fmt 6601 Sfmt 6621 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640 C
L0

00
2.

ep
s



146

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00150 Fmt 6601 Sfmt 6621 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640 C
L0

00
3.

ep
s



147

VerDate 0ct 09 2002 11:51 Jan 12, 2006 Jkt 000000 PO 00000 Frm 00151 Fmt 6601 Sfmt 6621 G:\WORK\COMM\092705\23640.000 HJUD1 PsN: 23640 C
L0

00
4.

ep
s



148

LETTER TO THE HONORABLE CHRIS CANNON, AND THE HONORABLE MELVIN WATT, 
FROM JOHN GAY, VICE PRESIDENT, GOVERNMENT RELATIONS, INTERNATIONAL 
FRANCHISE ASSOCIATION (IFA)
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PREPARED STATEMENT OF DAVID J. PETTIT, PRESIDENT, AMERICAN DISTRIBUTION 
CENTERS FOR THE INTERNATIONAL WAREHOUSE LOGISTICS ASSOCIATION
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LETTER TO THE HONORABLE CHRIS CANNON FROM DAN GLICKMAN, CHAIRMAN AND 
CEO, MOTION PICTURE ASSOCIATION OF AMERICA
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PREPARED STATEMENT OF THE NATIONAL GOVERNORS ASSOCIATION, SUBMITTED BY 
THE HONORABLE WILLIAM D. DELAHUNT
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LETTER TO THE SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW FROM 
PAUL J. GESSING, DIRECTOR OF GOVERNMENT AFFAIRS, NATIONAL TAXPAYERS 
UNION (NTU)
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LETTER TO THE HONORABLE MELVIN L. WATT FROM THE HONORABLE MARC 
BASNIGHT, A SENATOR OF THE NORTH CAROLINA GENERAL ASSEMBLY, SUBMITTED 
BY THE HONORABLE WILLIAM D. DELAHUNT
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LETTER TO THE HONORABLE MELVIN L. WATT FROM THE HONORABLE JAMES B. 
BLACK, A REPRESENTATIVE OF THE NORTH CAROLINA GENERAL ASSEMBLY, AND 
SPEAKER OF THE NORTH CAROLINIA HOUSE OF REPRESENTATIVES, SUBMITTED BY 
THE HONORABLE WILLIAM D. DELAHUNT
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LETTER TO THE HONORABLE MELVIN L. WATT FROM THE HONORABLE MICHAEL F. 
EASLEY, GOVERNOR, STATE OF NORTH CAROLINA, SUBMITTED BY THE HONORABLE 
WILLIAM D. DELAHUNT
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LETTER TO THE HONORABLE MELVIN L. WATT FROM THE E. NORRIS TOLSON, SEC-
RETARY, NORTH CAROLINA DEPARTMENT OF REVENUE, SUBMITTED BY THE HONOR-
ABLE WILLIAM D. DELAHUNT
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LETTER TO THE HONORABLE CHRIS CANNON FROM RICHARD J.M. POULSON, EXECU-
TIVE VICE PRESIDENT, GENERAL COUNSEL & SENIOR ADVISOR TO CHAIRMAN, AND 
VERNON T. TURNER, CORPORATE TAX DIRECTOR, SMITHFIELD FOODS, INC. (SMITH-
FIELD)
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PREPARED STATEMENT OF THE SOFTWARE FINANCE AND TAX EXECUTIVES COUNCIL 

The Software Finance and Tax Executives Council (SoFTEC) is an organization 
comprised of major software companies and its mission is to provide software indus-
try focused public policy advocacy on tax and finance issues. Taxation of interstate 
commerce is an issue in which software companies have long held a keen interest 
because their customers deploy their products in every state and most every locality. 

SoFTEC advocates policies that promote fairness, efficiency and certainty in the 
interstate taxation of software transactions. Because H.R. 1956, the subject of this 
hearing, goes to the heart of these policies, SoFTEC has been following it very close-
ly. 

1. OVERVIEW OF THE SOFTWARE INDUSTRY AND SOFTWARE DISTRIBUTION: 

The software industry is a human capital-intensive industry. Software companies 
rely on the personnel in their research and development departments to design and 
test new products and new versions of existing products to remain competitive. Once 
the research and development team has completed a new product or a new version 
of an existing product, the marginal cost of making each successive copy approaches 
zero. There is no need to build a factory to manufacture software products. 

Computer software is a product that can be distributed using a variety of tech-
niques. Software is available in retail stores where customers can purchase a pre-
packaged copy. Copies of computer software can be delivered electronically using the 
Internet or other network. Software companies can distribute their products to large 
customers by delivering a single copy of a computer program along with a license 
to make a given number of copies or a license to a make any number of copies nec-
essary to meet the customer’s needs. Additionally, a customer might receive a single 
copy along with a license allowing it to be loaded on to a computer server that can 
be accessed by the customer’s employees from multiple locations. Last, it is not nec-
essary to deliver to the customer a copy of the computer program at all; the software 
company might load its product onto its own server and allow customers to access 
the software’s functionality remotely. Software distribution techniques are con-
stantly changing as technology advances. 

Some software companies enter into partnerships with other companies that spe-
cialize in the delivery of comprehensive business solutions with software as one com-
ponent. For instance, one of these third-party vendors might license different soft-
ware from several companies, combine the various software with computer hard-
ware and market the package. The third-party will remit a royalty to the software 
company based on each sale. The software company may not know who the third-
party’s customers are or where they are located. 

For a variety of legal and business reasons, software companies generally do not 
‘‘sell’’ copies of their products to their customers. Instead, they distribute copies of 
their products subject to a license agreement. Under the terms of these end user 
license agreements, the customers receive the contractual right to use the software 
while the software company retains legal title to the copy. The license agreement 
may also provide the customer with the right to make copies of the computer pro-
gram for use within the customer’s business. The license agreement generally pro-
hibits the transfer by the customer of any of the copies outside of the business and 
are prohibited from ‘‘reverse engineering’’ or ‘‘decompiling’’ the software which could 
expose trade secrets. 

As can be seen, with regard to a number of these software distribution techniques, 
the software company loses control over where the customer might use copies of its 
products. If the customer receives a license to make a certain number of copies or 
any number of copies for use anywhere in its business, the customer takes control 
over where best to use the copies. Nevertheless, the software company will retain 
an ownership interest in every one of those copies no matter where the customer 
chooses to use them. Likewise, if the software company puts its products on its own 
server and allows the customer’s employees remote access to the software’s 
functionality, the software company cares not a fig where the customer or its em-
ployees might be located when accessing the software. The same is true when the 
customer loads the software on its own server and allows its employees access to 
the software from multiple locations; the software companies does not know where 
those employees are located when they access the software, nor should they care. 
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1 See e.g., Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977) (A state tax on out-of-
state businesses has been sustained against a Commerce Clause challenge ‘‘when the tax is ap-
plied to an activity with a substantial nexus with the taxing State, is fairly apportioned, does 
not discriminate against interstate commerce, and is fairly related to the services provided by 
the State.’’). 

2 See National Bellas Hess, Inc. v. Department of Revenue. of Ill., 386 U.S. 753 (1967), Quill 
Corp. v. North Dakota, 504 U.S. 298 (1992). 

3 See International Shoe Co. v. Washington, 326 U.S. 310 (1945); Northwestern States Portland 
Cement Co. v. Minnesota, 358 U.S. 450 (1959); Scripto Inc. v. Carson, 362 U.S. 207 (1960). 

4 See Tyler Pipe Industries Inc. v. Washington State Dep’t of Rev., 483 U.S. 232, 250 (1987). 
5 See J.C. Penny Nat’l Bank v. Johnson, 19 S.W.3d 831 (Tenn. Ct. App. 1999), appeal den. 

(Tenn. 2000), cert. den. 531 U.S. 927, 212 S.Ct. 305 (2000); Rylander v. Bandag Licensing Cor-
poration, 18 S.W.3d 296 (Tex. App. 2000), Motion for Rehearing Denied March 8, 2001; 9.4 Per-
cent Manufactured Housing Service v. Department of Revenue, No. Corp. Inc. 95–162 (Ala. 
Admin. Law Div. Feb.7, 1996); MeritCare Hospital v. Commissioner of Revenue, No. C2–94–
12818, (D.C. Minn. Sept. 22, 1995). 

6 Geoffrey, Inc. v. South Carolina Tax Commission, 313 S.C. 15 (1993). 

2. CONSTITUTIONAL NEXUS STANDARDS FOR BUSINESS ACTIVITY TAXES: 

The law is clear that a state cannot impose a tax on an out-of-state business un-
less that business has a ‘‘substantial nexus’’ with the taxing state.1 The Supreme 
Court, on at least two occasions, in the context of sales and use taxes, has construed 
this ‘‘substantial nexus’’ requirement as requiring that the out-of-state business 
have ‘‘more than de minimis’’ physical presence in the taxing state.2 

An older line of Supreme Court precedents holds that taxpayers acquire a sub-
stantial nexus with another state through continuous and systematic contacts with 
the state.3 The Supreme Court later added the requirement that the contacts must 
be related to the establishment and maintenance in the state of a market for the 
putative taxpayer’s products.4 However, in all of these cases, the taxpayers had an 
actual physical presence in the taxing state. In addition, all of these cases were de-
cided prior to the Quill case, which separated the Commerce Clause analysis from 
the Due Process clause analysis and held that a physical presence was required in 
order to require out-of-state businesses to collect sales and use taxes under the 
Commerce Clause. 

Many state revenue department claim that under current law, any company 
‘‘doing business within a state’’ must pay business activity taxes on income earned 
in the taxing state, even if the company has no physical presence in the state. As 
authority for this theory, they often cite two older Supreme Court cases—Shaffer 
v. Carter, 252 U.S. 37 (1920) and New York Ex Rel. Whitney v. Graves et al., 299 
U.S. 366 (1937). Even a cursory reading of these cases reveals that neither stands 
for any such proposition. 

Shaffer v. Carter involved the attempt by Oklahoma to tax income from oil and 
gas wells located in Oklahoma and owned by a Chicago resident. The Supreme 
Court held that the Due Process clause does not bar a state from imposing an an-
nual tax on net income derived by nonresidents from property owned by them with-
in the state. The Court’s holding centered squarely on Oklahoma’s jurisdiction over 
property within its borders and the fact that the income it was attempting to tax 
derived from such property. Those states seem to be taking language in the opinion 
about a state’s right to tax nonresidents ‘‘doing business in the state’’ out of context 
to support their claims that physical presence is not required for business activity 
tax nexus purposes. However, this case did not involve a naked claim by Oklahoma 
of the right to impose business activity taxes on companies ‘‘doing business in the 
state’’ with no physical presence. All of the income at issue in the case arose from 
the sale of oil and gas extracted from the ground in Oklahoma. 

State revenue departments likewise misconstrue the holding in New York Ex Rel. 
Whitney v. Graves. Here, Mr. Whitney, a Massachusetts resident, and his partners 
owned a seat on the New York Stock Exchange. In 1929, the exchange granted each 
of its members a ‘‘right’’ to one-fourth of a new membership. Mr. Whitney sold this 
right and New York assessed a tax on the profits from the sale. The Supreme Court 
upheld the tax and, in doing so, applied an exception to the general common law 
rule that the situs of intangible property is, for tax purposes, the owner’s domicile. 
The Court’s decision was based on the unique characteristics of seats on a stock ex-
change, and its holding stands for the proposition that the situs of seats on a stock 
exchange, for tax purposes, is the state in which the exchange is located. Nothing 
more can be inferred from this decision. 

On the other hand, numerous recent state level cases have construed the Quill 
physical presence requirement to be applicable to business activity taxes.5 Only 
South Carolina has taken the position to date that the presence of intangible prop-
erty in the state alone is sufficient to establish nexus.6 While the Supreme Court 
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has not yet ruled on whether the Quill ‘‘physical presence’’ test extends to business 
activity taxes, there are no cases in which the Court has upheld a state business 
activity tax where the out-of-state company had absolutely no physical presence in 
the taxing state. Even more importantly, there is no rational justification for the 
proposition that the Supreme Court’s ‘‘substantial nexus’’ requirement should 
equate with physical presence for sales and use tax collection purposes, but that a 
lower standard (i.e., ‘‘economic nexus’’) should apply for business activity taxes. 

Thus, a fair reading of the current state of the law, as interpreted by the state 
courts rather than state tax administrators, is that in order for a state to assert 
a claim for business activity taxes against an out-of-state business, that business 
must have some physical presence in the taxing state. Some states such as South 
Carolina and Oregon reject the existing physical presence requirement with regard 
to business activity tax nexus and are seeking to expand their right to tax out-of-
state businesses that have only an economic presence in the state. This is exactly 
why there is a critical need for the enactment of bright line standards for business 
activity tax nexus. 

3. IMPACT OF AN ‘‘ECONOMIC NEXUS’’ STANDARD ON SOFTWARE DISTRIBUTION: 

As indicated above, many state revenue departments construe their ‘‘doing busi-
ness’’ tax statutes as requiring nothing more than the existence of a customer in 
their state in order to impose a business activity tax on an out-of-state business oth-
erwise having no employees or property within their state. As indicated above, we 
believe that those states exceed their constitutional authority to project their taxing 
power outside their borders. As shown below, such a low nexus standard would 
wreck havoc on common software distribution techniques and make any attempt at 
tax compliance overly burdensome. 

Many businesses deploy software throughout their business. Large businesses 
present in many states and localities generally take delivery of computer software 
at a single location and they make copies and deploy them where needed. Alter-
natively, the software company could deliver multiple copies of its products leaving 
the customer free to send such copies wherever the need arises. The software com-
pany many times will have no knowledge where the customer has deployed the soft-
ware. 

An economic nexus standard would give state and local revenue departments the 
ability to claim that a software company owes business activity taxes wherever the 
customer has an employee using the software. Such a standard, were it to become 
widespread, would require that software vendors build into their license agreements 
elaborate provisions requiring that the customer closely track the deployment of the 
software throughout its business and submit reports to the software company. The 
software company would then have to use those reports to figure out where it owed 
tax. On audit, the software company would bear the risk of the accuracy of its cus-
tomers’ reports. An economic nexus standard would cause a software company to be 
doing business in nearly every jurisdiction where its customers are doing business. 

An economic nexus standard also would give states a reason to claim that the re-
tention of ownership by software companies to the copies of computer programs con-
stitutes the ownership of property sufficient to rest a claim of liability for business 
activity tax. Yet, as explained above, the software company typically has no infor-
mation as to where the customer may be using the copy of the software. Making 
the software company liable for business activity tax in every jurisdiction where its 
customers may be using its software would impose an unreasonable burden on 
interstate commerce. 

4. EFFECT OF H.R. 1956 ON SOFTWARE COMPANIES: 

Section 2 of H.R. 1956 would expand the scope of Public Law 86–272. Currently, 
P.L. 86–272 provides that states cannot impose an income tax against an out of 
state company whose only activities in the taxing state consists of sending employ-
ees into the state who solicit order for sales of tangible personal property where the 
orders are sent out of state for acceptance and the goods are shipped into the state 
by common carrier. The business model contemplated by P.L 86–272 is the door-to-
door salesperson common in the late 1950’s when the statute was enacted. 

P.L 86–272 only applies to companies that engage in ‘‘sales’’ of ‘‘tangible personal 
property.’’ Many states claim that P.L. 86–272 does not apply to software trans-
actions either because software is not tangible personal property or because soft-
ware is licensed and not sold. Other states skirt P.L. 86–272 by enacting taxes other 
than income taxes. 

H.R. 1956 would modernize P.L. 86–272 by eliminating its limitation to sales 
transactions; it would apply to all ‘‘transactions,’’ including license transactions. It 
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would eliminate the limitation to tangible personal property by expanding it to in-
clude all forms of property and services. Last, it would broaden P.L. 86–272 so that 
it applied to all types of business activity taxes, not just income taxes. This would 
close a major loophole that has limited the effectiveness of P.L. 86–272 in recent 
years. The amendments to P.L. 86–272 would make it more effective for software 
companies because they have large sales forces that regularly solicit orders, send 
them out of state for acceptance and fill them by shipment from out of state. 

Section 3(a) of H.R. 1956 would codify into federal law the judicially mandated 
‘‘physical presence’’ standard and would put an end to the ‘‘economic nexus’’ stand-
ard claimed by many state revenue departments. This provision is the keystone of 
the legislation. This provision would eliminate claims against software companies 
for business activity taxes based on access by employees of a customer to software 
functionality. As explained above, some software companies deliver a copy of a com-
puter program to a customer, the customer loads the copy onto a server, and em-
ployees of the customer, wherever they might be located, can remotely access the 
software functionality. In addition, some software companies put their software onto 
their own servers and allow their customers’ employees remote access to the soft-
ware. Under a physical presence standard, neither of these software business mod-
els would give rise to a taxable presence in the jurisdiction from where the software 
functionally is remotely accessed. 

We are concerned however about the provisions of Section 3(b) which puts meat 
on the bones of the term ‘‘physical presence.’’ Under Section 3(b)(3), a business 
would have a physical presence in every state in which it owned tangible personal 
property for more than 21 days. Our concern is with respect to garden-variety soft-
ware transactions where the software company retains title both to the copies of the 
software that are transferred to the customer and the copies which the customer 
might make under license for internal use. We believe that Section 3(b)(3) of the 
Bill would give software companies a taxable presence in all jurisdictions where a 
copy of its software might be located. 

We believe that the Bill should be amended to make clear that retention of owner-
ship of copies of computer software delivered to end users is not ownership of prop-
erty for purposes of Section 3(b)(3) of the Bill. 

5. CONCLUSION: 

With the one exception noted immediately above, we believe that H.R. 1956, the 
Business Activity Tax Simplification Act of 2005 would go a long way towards elimi-
nating uncertainty in with regard to where companies engaged in interstate com-
merce are liable for business activity taxes. We look forward to working with the 
committee as the Bill moves through the Congress.
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